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LAND TRUST 


Are you familiar with these seven 
important benefits ? 


1. Privacy of ownership 
Under a Chicago Title and Trust Company Land Trust, the beneficiary is 
not disclosed unless authorized by the agreement, required by law or by 
permission of the beneficiary. 


2. Limited liability under a mortgage 
A mortgage can be placed on the real estate without the beneficiary assum- 
ing personal liability for payment of the sum borrowed. 


3. Simplified sale by Non-Resident owners 
When owners of Illinois real estate reside outside of the state, transfer of 
title is simplified (including transfer following death of owners) when title 
is held in a Land Trust. 


4. Elimination of most joint ownership risks 
When property is owned by two or more persons, the Land Trust protects 
against development of faulty titles because of death, insanity, divorce, 
judgments, or many types of litigation affecting one of the co-owners. 


5. Simplified conveyancing 
A Land Trust makes it passible to mortgage and sell real estate without 
having to obtain execution of mortgages or deeds by all the beneficiaries 
and their spouses. 


6. Avoidance of partition suits 
The courts have held that real estate held in a land trust cannot be parti- 
tioned. Thus an undesirable forced sale of the property by a co-owner is. 
prevented. 


7. Depreciation is deductible for tax purposes 
The important right to deduct depreciation on improved property for in- 
come tax purposes is retained by the beneficiaries of the Land Trust. 


Chicago Title and Trust Company, as originator of the Land Trust, almost seventy 
years ago, probably has more experience with this type of trust than any other organ- 
ization. 

FOR MORE INFORMATION, write the Trust Division, Chicago Title and Trust 
Company. 


Chicago Title and Trust Company 


111 WEST WASHINGTON STREET, CHICAGO 2, ILLINOIS 











e ‘bo 
SLL Gage. 
ee 
WN Wi iN 


a det kang SS >} , 
Hy TERR Nae 
\ 


fj: : ne 
I leads 
ao | LL 


= 
-‘s 


Thousands pouring from Congress and forty- 


seven State Legislatures in session this year. 


A never-ending stream of new legislation, giving 
rise to extensive litigation in Federal and State 
Courts. 


With Shepard’s as your guide, every develop- 
ment in the law —legislative and judicial —can 
be taken in stride. 


One glance and before you is revealed com- 
pletel;) and accuratel;) the present day weight 
and value of any case or statute. 





FOREWORD 


The buyer of a business share cannot see or feel what he buys. He 
touches only the “evidence” of it, and if he is not an “insider” himself he 
can appraise its value only by what he is told. Sellers early saw in this circum- 
stance a natural opening for themselves; and government, either from pity 
for the victims or from foresight for future voluntary capital markets, early 
interceded to temper the sellers’ savagery. 

Following a legislative investigating committee report more than 250 
years ago in England referring unkindly to securities selling as “the pernicious 
art of stock-jobbing,” Parliament enacted a statute in 1696 which required 
brokers to be registered and otherwise regulated. This control was the 
earliest antecedent to that supervision of persons, as distinguished from 
transactions, discussed by Messrs. Burns and Haskin in their article on dealers, 
salesmen, and investment advisers. The increase in public interest in equity 
investment, especially among the retired, as a possible hedge against inflation, 
makes the relatively new provisions governing investment advisers of 
special interest. There are now estimated to be residing in Illinois alone about 
1,000,000 individual shareowners of publicly-held shares. Probably most of 
them turn somewhere for investment advice. The authors suggest improve- 
ments in the investment adviser provisions to make them more effective. 

Broker regulation alone, however, proved inadequate to check specula- 
tive fever. When the shares of the South Sea Company dropped from $1,000 
a share in August to almost $100 in December 1720, Parliament, in a rage, 
adopted the Bubble Act prohibiting and abolishing (1) all shares and (2) all 
companies. 

Consistent with British, and legal, tradition, a decent interval was al- 
lowed to elapse—about 100 years—before this law was changed. Parliament 
had simmered down enough to repeal the Bubble Act by 1825. but it soon 
had to re-address itself to problems of abuses in securities transactions. It 
instituted, in the Companies Act of 1844, a requirement of compulsory 
disclosure, in a written prospectus to be filed with the government, of the 
important facts about the company and the terms of the shares being offered. 
This requirement was the origin of the “disclosure philosophy” which 
underlies the federal registration requirements enacted by our Congress in 
1933 and discussed in Mr. Garrett’s article on the federal act. The broad 
sweep of federal requirements makes familiarity with their provisions in- 
cumbent on an attorney who has even a small and local issuance. 

At about the time that Parliament devised compulsory disclosure as the 
best means of regulation, securities salesmen began roaming the American 
mid-west. The reaction in many states, while less violent than Parliament’s 
initial measures in 1720, brought controls stricter in some ways than Congress 
enacted in 1933. “Disclosure” was not viewed as the essence of protection. 
Not only were many buyers hell-bent for buying regardless of the facts, 
but most were incapable of understanding or evaluating information dis- 








closed to them in conventional financial form and language. Many states, 
therefore, draped a protective arm around the buyer’s shoulder by pro- 
hibiting outright the sale of securities deemed by the appropriate state 
official “unfair” or “inequitable” to the buyer. 

Notwithstanding reliance primarily on disclosure in the Uniform Se- 
curities Act, which has been recently enacted in part in about thirteen 
states and which is discussed in part by Mr. Cowett in his article on prob- 
lems of jurisdiction in state securities laws, many states, including Illinois, 
still retain “prevention” measures in their statutes and regulations. The Illinois 
registration provisions discussed by Mr. Cronson in his article on problems 
of registration closely parallel the federal requirements, but there are teeth 
in the additional requirement that the sale be fair and equitable in the judg- 
ment of the Secretary of State. Mr. Cronson gives examples from the annual 
reports of the state securities commissioner of the type of deal that feels 
the bite of these teeth. And the frequency of the bite can be gauged by 
his figures showing that more than twenty per cent of applications to 
register securities for sale in Illinois were rejected in 1960. The great bulk 
of these thus found unsuitable for Illinois buyers were registered under the 
federal act. 

Exemptions and exceptions from such a state statute, and the scope of 
any exemption merely from the requirement of registration, thus assumes 
much importance in the legal life and health of any issuance. These are 
discussed in Mr. Young’s article on exemptions from registration. 

In the discussion of the Midwest Exchange rules, Mr. Halsted deals 
with a subject of more than usual current interest and importance. The 
federal securities laws of 1933 and 1934 grew out of congressional investi- 
gations of securities market practices in the early 1930’s. Congress has just 
authorized the Securities and Exchange Commission to conduct, probably 
over the next year or two, the most extensive study and investigation that 
has been made of these practices since that time. A number of proposals 
that have been made in recent years are expected to get new attention in 
the light of this study: whether securities firms should continue to be per- 
mitted to act both as brokers and as dealers for their own account; whether 
some present regulation through exchange rules and the National Securities 
Dealers Association should be replaced by more direct government regula- 
tion; whether requirements as to shares of companies admitted to listing 
on exchanges should be broadened to include those traded in the over-the- 
counter markets; and other measures. 

This issue, then, focuses lawyers’ attention on an important area of 
state and federal regulation in which basic policy decisions are undergoing 
constant re-examination and change at both the state and federal levels. 


Georce T. FRAMPTON 
Professor of Law, 
University of Illinois 


EXEMPTIONS FROM REGISTRATION 
UNDER THE ILLINOIS SECURITIES LAW 
OF 1953 


BY SAMUEL H. YOUNG * 


THIS ARTICLE will deal primarily with sections 3 and 4 of the Illinois 
Securities Law of 1953,! which provide exemptions from registration pur- 
suant to the requirements of sections 5, 6, or 7. Exemptions for dealers, 
salesmen, and investment advisers from registration requirements of section 
8 of the 1953 Law will be dealt with in another article in this symposium. 
The purpose of this article is to discuss the scope of such exemptions, 
the constitutional aspects of certain of the exemptions (which have been 
passed upon by the Supreme Court of the United States, or the Supreme 
Court of Illinois), the “burden of proof” with respect to exemptions, and 
problems arising with respect to exemptions of “securities” and “transac- 
tions” under sections 3 and 4, respectively, of the 1953 Law. Particular 
emphasis will be given the more commonly used exemptions, and those 
exemptions which have been the subject of judicial interpretation. 


DEFINITION OF “SECURITIES” 


Since the 1953 Law regulates the “sale” of “securities,” a fortiorari, 
absent either a “sale” or a “security,” the Law has no application. 

To the surprise of many, the definition of “securities” as set out in the 
1953 Law ? and as interpreted by judicial decisions is extremely broad. Not 
only does it cover notes, stocks, bonds, and other “instruments commonly 
known as securities,” but it also includes “certificates of interest,” “par- 
ticipations in any profit sharing agreement,” “fractional undivided interests 
in oil, gas, or other mineral leases, rights, or royalties,” and temporary or 
interim certificates therefor. 

The sale of land under a contract allowing the purchase price to be 
paid from profits has been held to be a security transaction,’ as have also 
the following: certificates of beneficial interest in a building trust to finance 
construction;‘* certificates of interest in a “Trustees Land Syndicate’; 5 


*SAMUEL H. YOUNG. B.S. 1947, LL.B. 1948, University of Illinois; 
Illinois Securities Commissioner, 1953-1955; one of the principal drafters 
of the Illinois Securities Law of 1953; member of the firm of Hough, 
Young & Coale, Chicago, Illinois. 


1Tuv. Rev. Stat. c. 121%, $§ 137.1-.19 (1959). [Hereinafter referred to as the “1953 
Law.”] 


21d. § 137.2(A). 

§ Frenzel v. Lonnquist Co., 304 Ill. App. 377, 26 N.E.2d 687 (1st Dist. 1940). 
*Glen v. Dodson, 347 Ill. 473, 180 N.E. 393 (1932). 

5 Kinross v. Cooper, 224 Ill. App. 111 (2d Dist. 1922). 
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instruments assigning a working interest in a first oil or gas well to be drilled 
on leased land and obligating assignees to pay their prorata share of the cost 
of placing the well on production if oil or gas in commercial quantities is 
found; ® profit-sharing certificates in a farmer’s elevator company organized 
for profit; 7 contracts for the sale of oil, pumps, and automobile lubricating 
oil, with an associated service contract giving the vendors complete posses- 
sion of pumps and the exclusive right to the use and operation thereof, and 
for the sale and distribution of oil with a payment of rental to be fixed on 
the basis of the oil sold; ® fractional undivided interests in income-producing 
improved realty (apartment houses) which are held in trust for the benefit 
of unit purchasers;® land contracts whereby purchasers are to make an 
initial one-third payment and the balance of payments is to be realized from 
crops which are to be planted and harvested by the vendor; !° documents 
termed “Original Application for the Purchase of Junior Mortgage Bonds”; 4 
and the sale of “special income contracts” for investment of money.?” 

In addition, it is pointed out that the definition of the term “securities” 
in the 1953 Law was taken from the Federal Securities Act of 1933, and 
therefore decisions under that Act should have considerable weight with the 
judiciary. These decisions include such broad interpretations of the term 
“securities” as are found in the cases of SEC v. C. M. Joiner Leasing Corp.'® 
and SEC v. W. J. Howey Co.,1* which hold that the phrase “investment 
contract” includes the sale of an interest in any type of profit-seeking 
venture whereby the investor transfers his capital to the promoters, and 
looks to the promoters for the success of his investment. 

It should also be borne in mind that unincorporated business ventures 
are subject to the 1953 Law, and securities of unincorporated issuers such 
as partnerships are also included under the coverage of the 1953 Law as well 
as the former 1919 Law.15 

On the other side of the ledger, there are two decisions involving the 
interpretation of the term “securities” which might seem to give some com- 
fort to a person seeking to avoid the requirements of registration with 
respect to the sale of units in cooperative apartments or of fractional un- 


6 Meihsner v. Runyon, 23 Ill. App. 2d 446, 163 N.E.2d 236 (2d Dist. 1960). 

™ Morrison v. Farmers Elevator Co., 319 Ill. 372, 150 N.E. 330 (1925). 

8 Rice v. Bogart, 272 Ill. App. 292 (1st Dist. 1933). 

® Sire Plan Portfolios, Inc. v. Carpentier, 8 Ill. App. 2d 354, 132 N.E.2d 78 (1st Dist. 
1956). 

10 Prohaska v. Hemmer-Miller Development Co., 256 Ill. App. 331 (1st Dist. 1930). 

11 Dobal v. Guardian Finance Corp., 251 Ill. App. 220 (1st Dist. 1929). 

12 Fidelity Investment Ass’n v. Emmerson, 235 Ill. App. 9 (3d Dist. 1924). 

13 320 US. 344, 64 Sup. Cr. 120 (1943). 

14 328 US. 293, 66 Sup. Ct. 1100 (1946). 

15 Wood v. Meyer, 240 Ill. App. 100 (1st Dist. 1926). 
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divided interests in oil and gas promotions. The first involves the purchaser 
of a unit in a cooperative apartment, to be built by a construction company. 
The buyer was not sharing in any profits of the company nor buying any- 
thing other than an interest in realty with other joint owners. The medium 
of a land trust or corporation was to be used only for the convenience and 
protection of the parties purchasing an interest in the cooperative building. 
The appellate court held that the trust provisions in the contract did not 
constitute a “security” within the meaning of the Illinois Securities Act of 
1919.16 

This case was not decided with reference to the 1953 Law, and the 
decision of the appellate court in the same district, in Sire Plan Portfolios, 
Inc. v. Carpentier," which was decided under the 1953 Law, appears to be 
contrary authority. In addition, there are express provisions set out in the 
1953 Law for the exemption from registration of certain securities of certain 
types of cooperatives.! These provisions, however, do not appear to be 
broad enough to exempt the sale of interests in cooperative apartments. 

The Office of the Secretary of State of Illinois, which administers the 
1953 Law, interprets the term “securities” to include the sale of “interests 
in cooperative apartment projects,” whether such interests are represented 
by certificates of beneficial interest, shares in cooperative corporations, or 
shares of stock in business corporations. 

The second decision, referred to above, involves the interpretation of 
the term “securities” by the Supreme Court of Illinois with reference to 
the sale of interests in an oil and gas promotion under the Illinois Securities 
Act of 1919.19 The majority of the court (in a four-to-three decision) 
separated the payments for the purchase of undivided interests in an oil and 
gas lease from payments by the purchaser for drilling and development 
costs of the lease. The court held that payments for drilling and production 
were not payments for a “security.” The dissenting opinion in that case is 
in accord with the great weight of judicial authority. The minority of the 
court viewed all of the payments together as the purchase and sale of an 
“investment contract” and, therefore, a “security.” In view of the express 
wording in the 1953 Law defining “security” to include an “investment 
contract,” as well as a “fractional undivided interest in oil, gas, or other 
mineral lease, right or royalty,” and defining the term “issuer” with respect 
to “fractional interests in oil, gas, or other mineral lease, right, or royalty,” 
it is difficult to see how the Illinois Supreme Court would reach the same 
result under the 1953 Law. 


16 Brothers v. McMahon, 351 Ill. App. 321, 115 N.E.2d 116 (1st Dist. 1953). 
17g Tl. App. 2d 354, 132 N.E.2d 78 (1st Dist. 1956). 

18 Tut. Rev. Stat. c. 12114, § 137.4(k) (1959). 

19 Hammer v. Sanders, 8 Ill. 2d 414, 134 N.E.2d 509 (1956). 
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DEFINITION OF “SALE” 


The broad definition of the term “sale” in the 1953 Law” is also a 
subject of surprise to many practitioners. This term not only includes the 
full meaning of that term as accepted in courts of law or equity, but also 
includes every disposition or attempt to dispose of a security for value. The 
term expressly includes the “solicitation of an offer to buy, directly or in- 
directly.” 

A security given with or as a bonus on account of any purchase of 
securities or property shall be conclusively presumed to constitute a part 
of the subject of such purchase and shall be deemed to have been sold 
within the meaning of the term “sale” set forth in the 1953 Law. This pro- 
vision has tended to prevent securities from being the subject of promotional 
campaigns. For example, this prevents the giving of a bonus of uranium 
stock with the purchase of a new automobile or the “gift” of a certain 
number of shares of stock by a company to its salesmen for meeting their 
sales “quota” or winning a sales contest. 

It is also pointed out that a privilege to convert a security into another 
security shall not be deemed a sale of such other security, provided that no 
consideration from the holder, in addition to the surrender or cancellation 
of the convertible security, is required to effect the conversion. 

The sale, outside the State of Illinois, of securities to a resident of this 
state is not within the coverage of the 1953 Law. This appears to be true 
even though the purchase of such stock in such other state was induced by 
a friendly act of a resident of this state, who had no authority from the 
seller to solicit subscriptions.” 

Conversely, if a sale takes place in Illinois, even though it relates to a 
subscription for the sale of securities of a corporation organized under the 
laws of another state, then such transaction is controlled by the securities 
law of Illinois.?? 


Score oF EXEMPTIONS 


It should first be noted that exemptions of securities from registration 
have a limited application, and that the sale of securities in Illinois, whether 
or not exempt from registration under the provisions of sections 5, 6, or 7, 
is subject to the service of process provisions set out in section 10, the in- 
vestigation and hearing provisions of section 11, the pertinent violation pro- 
visions of section 12, the civil remedies of section 13, the appropriate penalties 
under section 14, and the provisions relating to evidence under section 15. 


20 Itt. Rev. Stat. c. 121%, § 137.2(e) (1959). 
21 Duke v. Olson, 240 Ill. App. 198 (1st Dist. 1926). 


22 Carolina Palisades, Inc. v. Manly, 214 Ind. 565, 16 N.E.2d 886 (1938); McBreen 
v. Iceco, Inc., 12 Ill. App. 2d 372, 139 N.E.2d 845 (1956). 
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More specifically, for example, the “sale” in Illinois of a security listed 
with the New York Stock Exchange, by a dealer in securities located in the 
State of New York, would subject such dealer to the service of process 
provisions of section 10 of the 1953 Law. The transaction could be the 
subject of an investigation by the Secretary of State, including the issuance 
of subpoenas under section 11 and subsections F and G; the sale of such 
securities, or the dealer, could be the subject of an Order of Suspension or 
Prohibition or under section 11H, which could be reviewed judicially under 
the provisions of the Administrative Review Act, pursuant to section 11J; 
the sale of securities, or the dealer, could be the subject of an injunction 
proceeding by the Secretary of State under section 11K; and the dealer 
involved could further be the subject of a criminal action if he “employed 
any device, scheme, or artifice to defraud in the sale of such securities.” In 
addition, the dealer could be the subject of a suit for civil damages pursuant 
to section 13 or criminal penalties under section 14, and if such dealer were 
sued in either a civil or criminal action, a Certificate of Compliance or Non- 
Compliance might be used for or against him in such action pursuant to the 
provisions of section 15. The burden of proving that the sale of securities 
was exempt from registration, in either a civil or criminal action, would be 
upon the defendant under the provisions of section 15A-of the 1953 Law. 

While the example of a security listed on the New York Stock Ex- 
change was cited, the same provisions would be applicable to any of the 
other securities listed in section 3 or sold in transactions classified in section 
4 of the 1953 Law. 


CONSTITUTIONALITY OF EXEMPTIONS 


In an early historic decision, Merrick v. N. W. Halsey & Co.,?8 the 
Supreme Court of the United States determined that provisions in the Michi- 
gan “Blue Sky” statute exempting securities “listed in a standard manual of 
information” did not constitute a denial of equal protection of the laws. 

In 1921, the Supreme Court of Illinois in Stewart v. Brady ** held that 
the 1919 Securities Law was constitutional, and in doing so, the court 
specifically passed on certain exemptions in the law. 

In deciding this case, the Illinois Supreme Court made certain rulings 
pertinent to the subject matter at hand including rulings that: objects of 
legislation may be classified for the purpose intended without including all 
the evils to be remedied; the classifications of the law (1919 Securities 
Law) were not palpably arbitrary, and the classifications made had a reason- 
able basis; the privilege of engaging in the securities business is subject to 
the police power of the state; the act did not grant special privileges in 
violation of the constitution of Illinois; the classifications of Classes “A,” 


°3 242 U.S. 568, 37 Sup. Ct. 227 (1917). 
24 300 Ill. 425, 133 N.E. 310 (1921). 
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“B,” “C,” and “D” were reasonable and not arbitrary; the purpose of the 
act was not only to protect credulity and ignorance from deception and 
to prevent fraud, but also to assure credit and freedom of commerce in such 
securities as, because of their sale or character of the seller, are not subject 
to the practices of fraud to such a degree as in the judgment of the legislature 
requires legislation for the protection of the purchasers. 

Stewart v. Brady further ruled that the Illinois Securities Law of 1919 
was not invalid as violating article 2, section 2 of the constitution of Illinois 
relating to due process, nor as making an arbitrary classification or granting 
unconstitutional privileges in violation of article 4, section 22 of the con- 
stitution, because certain sections thereof exempted from its provisions 
securities appearing in any list of securities dealt in on certain specified stock 
exchanges. The Supreme Court of Illinois held that the provisions of the 
1919 Act exempting securities sold by or to any bank, trust company, in- 
surance company, or association organized under any law of the state or the 
United States, or doing business in the state under state supervision did not 
grant to such corporations and associations a special privilege denied to other 
dealers in violation of article 4, section 22 of the constitution of Illinois. 

Under the 1919 Securities Law (passed upon in Stewart v. Brady), Class 
“A” securities were “securities, the inherent qualities of which assured their 
sale and disposition without the perpetration of fraud,” and Class “B” se- 
curities were “securities, the inherent qualities of which, or in the nature 
of one or both parties to the sale thereof, assured their sale and disposition 
without the perpetration of fraud.” Class “A” securities were, therefore, 
comparable to securities defined in section 3, and Class “B” securities were 
generally comparable to the “exempt transactions” set out in section 4 of 
the 1953 Law. 

In a more recent case,”° decided in 1952, the Supreme Court of Illinois 
had occasion to pass on section 7 of the 1919 Act relating to: 


“The resale by a dealer or broker, while registered as such under this 
Act (Ill. Act) ..., of any security acquired in the ordinary and usual 
course of business at a price or prices reasonably related to the current 
market price of said security at the time of such acquisition, provided 
such resale is at a price or prices reasonably related to the current 
market price of such security at the time of such resale, and provided 
further such security is part of an issue (a) issued by an entity domi- 
ciled in the United States, and which security is outstanding, and in- 
formation as to the issuer of such security is published in a recognized 
manual of securities or is furnished in writing to the Secretary of State 
in form and extent acceptable to the Secretary of State, . . . Provided, 
however, the exemption in this subdivision (7) shall not apply unless 
such resale is made in good faith and not for the purpose of avoiding 
any of the provisions of this Act; .. .” 


25 Jaffe v. Cruttenden, 412 Ill. 606, 107 N.E.2d 715 (1952). 
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It was held to be constitutional and that the status accorded a “recognized 
manual of securities” did not confer a privilege or immunity in violation of 
article 4, section 22, of the constitution of Illinois. The court also decided 
that the phrase “reasonably related to current market price” was not so vague 
as to be unconstitutional. Section 4F of the 1953 Law is based on former 
section 7 of the 1919 Act. 


BurDEN oF Proor or EXEMPTIONS 


Section 15A of the 1953 Law provides that “in any action, civil or 
criminal, where a defense is based upon any exemption provided for in this 
Act, the burden of proving such exemption shall be upon the party raising 
such defense.” This provision is based upon a similar provision in the 1919 
Act and amounts to a statutory codification of the common law. 

In a criminal case decided in 1941, the Supreme Court of Illinois stated 
that in a prosecution for selling securities in violation of the Illinois Securities 
Act of 1919, “in the absence of proof to the contrary, it will be assumed 
that the allegation in the amended information that the securities sold were 
not Class ‘B’ is true,” since the circumstances under which the sale was made, 
which determine whether securities sold were Class “B” securities and 
exempt from registration, were best known to the aceused, who has the 
burden of showing that the stock came within the exemption. 

The defendant in this case contended that the stock was sold from his 
own private holdings, and that such stock was not part of the shares issued 
by the corporation. The supreme court stated that since the securities were 
not registered, the burden was on the accused to prove that the sale was in 
good faith, with no intent to defraud, and that the sale was not either 
directly or indirectly for the benefit of the corporation or for the direct or 
indirect benefit of any scheme or enterprise of the company. 

In Taft v. Otte & Co.,?" the court stated that the Illinois Securities Law 
of 1919 intended that one who sold securities was bound to know the 
nature thereof, and that he was acting within the law when he sold them, 
and when his right to sell the securities was challenged, he should have no 
trouble, if he acted within the law, to justify the sale. 

Section 15B of the 1953 Law provides that “in any action, civil or 
criminal, the certificate under the seal of State, signed by the Secretary of 
State, stating compliance or noncompliance with the provisions of this Act, 
shall constitute prima facie evidence of such compliance or noncompliance 
with the provisions of this Act, and shall be admissible in any such action.” 

A similar provision in the 1919 Act, relating to certificates of compliance 
or noncompliance, was held constitutional and not violative of the con- 


26 People v. Wilson, 375 Ill. 506, 513, 31 N.E.2d 959, 962 (1941). 
27 274 Ill. App. 280 (1st Dist. 1934). 




















212 SECURITIES REGULATION IN ILLINOIS _ [Vot. 1961 


stitutional rights of a defendant charged with violations of the 1919 Act.?8 
In this case the court said: 


“While the legislature does not have power to declare what shall be 
conclusive evidence, . . . no one has any vested right in a rule of evi- 
dence either in a criminal or civil case, and there is no constitutional 
prohibition against the legislature changing it so long as it leaves to a 
party either in a criminal or civil case a fair opportunity to make his 
defense and to submit all the facts to the jury.” 


A certificate of compliance or non-compliance is admissible as evidence 
even though the Secretary of State has gone out of office after the execution 
of the certificate.°° 

Sections 15A and B make the establishment of a prima facie case against 
the defendant quite convenient where the securities involved in the sale 
were not registered under sections 5, 6, or 7 of the 1953 Law. 


ExeMPT SECURITIES 


Section 3 of the 1953 Law provides fifteen different classifications of 
securities which are exempt from the registration requirements of sections 
5 and 7. 

Since there are relatively few judicial interpretations of the various 
subsections of section 3, the following discussion will deal in general terms, 
and will treat particular subsections in more specific terms depending upon 
the importance of the exemption. Any Illinois case of present significance 
with respect to such subsections will be mentioned. Most of these subsec- 
tions are self-explanatory, and the reader is cautioned to study the language 
carefully in determining its application. 

Subsection A exempts securities commonly referred to as “govern- 
ments” or “municipals.” In addition to the ordinary type of governmental 
bodies issuing such securities, there are also agencies such as the Federal 
Housing Authority, building commissions, toll road commissions, and similar 
agencies which may issue securities exempt from registration. 

Subsection B exempts, generally, securities issued by foreign govern- 
ments. 

The first part of Subsection C exempts securities “issued by and repre- 
senting an interest in, or direct obligation of” any bank incorporated under 
the laws of the United States, or under the laws of any state, territory, or 


28 People v. Love, 310 Ill. 558, 142 N.E. 204 (1923). 

29 Td. at 563, 142 N.E. at 206. To the same effect, see Morrison v. Farmers Elevator 
Co., 319 Ill. 372, 150 N.E. 330 (1925); Nabers v. Jacobson, 313 Ill. App. 261, 39 N.E.2d 
722 (ist Dist. 1942) (abst. dec.); Spiegel v. Frangoulis, 271 Ill. App. 526 (4th Dist. 
1933); Perkins v. Dole, 240 Ill. App. 20 (1st Dist. 1926). 
30 Spiegel v. Frangoulis, supra note 29. 
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possession, provided that in the latter case, such bank is subject to supervision 
by such state, territory, or possession. 

In the case of Jaffe v. Goldner, the plaintiff purchased five units in a 
trust estate whereunder the Union Bank of Chicago was a trustee. The bank 
was acting under a declaration of trust, reciting that it had taken title to the 
property in question and would deal with it as directed by a certain per- 
centage of the unit holders. Plaintiff contended that the “units” constituted 
securities which were required to be registered under the Blue-Sky Law, 
and that the failure of the defendants to register such securities made them 
liable in a rescission suit. The defendant contended that the securities were 
exempt from registration because they were “issued by a bank or trust 
company of this state.” 

The court construed the definition of “securities” as well as the exemp- 
tion provision referred to, and held that the securities were not exempt 
from registration in that the bank had not issued the securities, and such 
assets did not constitute a lien on the capital or assets of the bank. The 
court stressed the fact that the “units” in the trust represented no assets 
of the bank nor any of the money or property of the bank. 

The latter part of subsection C exempts securities representing par- 
ticipation in a “common trust fund” administered under the Common Trust 
Fund Act of Illinois. The Common Trust Fund Act was enacted in 1943, 
and authorizes any bank or trust company, at and during such time as it is 
qualified to act as a fiduciary in this state, to establish one or more common 
trust funds.®? 

Subsection D, generally, provides an exemption for savings and loan 
associations. It should be noted that a savings and loan association in- 
corporated under the laws of a state other than Illinois, must also be a 
member or stockholder of the Federal Savings and Loan Insurance Corpora- 
tion in order for its securities to be entitled to the exemption. 

Subsection E provides an exemption for “public utility” securities. This 
section was construed in a case of very narrow application, People v. 
W hitmer.*8 

Subsection F provides an exemption for “equipment trust certificates” 
issued by “public utilities” if the securities of such “public utility” would 
be exempt under subsection E of section 3. 

Subsection G, relating to securities listed on stock exchanges, is an 
important, commonly-used exemption from registration. To obtain this 
exemption, the securities must be “listed” at the time of sale and trading 
must have occurred on the stock exchange prior to such “time of sale.” The 
exemption is limited to securities listed on five exchanges. The constitu- 


$1251 Ill. App. 188 (1st Dist. 1929). 
82 Trt. Rev. Stat. c. 16%, § 59 (1959). 
83 243 Ill. App. 244 (1st Dist. 1927). 
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tionality of such a limitation was passed upon in Stewart v. Brady.®* It 
should be kept in mind that the term “listed” does not include securities 
“listed for trading” privileges on such exchanges. The exchanges make a 
distinction between securities “fully listed” and those “listed for trading 
only.” Securities of the latter type are not subject to all of the stock ex- 
change rules. 

Subsection G also provides an exemption for “warrants and rights, 
expiring within 60 days after the date of issuance thereof, to purchase any 
of the foregoing.” In addition, securities senior, both as to dividends or 
interest, and upon liquidation, to “listed securities” are exempt from registra- 
tion under subsection G. 

Subsection H provides an exemption for securities of not-for-profit 
corporations, provided the “corporate purposes” meet the definition of 
subsection H and “no part of the net earnings . . . inure to the benefit of 
any private stockholder or member.” Memberships in country clubs are thus 
ordinarily exempt.*® 

Subsection I furnishes an exemption for contracts of conditional sale. 

Subsection J provides an exemption for notes issued in connection 
with mortgages. This subsection must be carefully reviewed, since it has 
several important qualifications. The first part of this subsection limits the 
exemption to a single note. There is no limitation as to the amount of the 
note so long as it is secured by a first mortgage. The statute then goes on 
to exempt up to ten notes, secured by a first mortgage on real estate, if 
the aggregate principal amount secured by such first mortgage does not 
exceed $50,000, and does not exceed seventy-five per cent of the fair 
market value of the real estate. 

Subsection K provides an exemption for a note or notes not more than 
ten in number under certain conditions, including a provision that there be 
a legend placed on such notes in twelve point type or larger, as follows: 
“THIS NOTE IS SECURED BY A JUNIOR MORTGAGE.” There are 
three Illinois cases dealing with exemptions for “junior mortgage bonds,” 
two decided in 1929, and one decided in 1959, by the Illinois appellate 
court.%¢ 

Subsection L relates to negotiable instruments arising out of current 
transactions if such instruments have a maturity at the time of issuance of 
not to exceed nine months, and any renewals of such notes are similarly 
limited. In determining the “nine-month period,” the date of the note is 
excluded, and the last day on which the note is due is included.37 


4 300 Ill. 425, 133 N.E. 310 (1921). 

85 Hacker v. Goldberg, 263 Ill. App. 73 (1st Dist. 1931). 

36 Dobal v. Guardian Finance Corp., 251 Ill. App. 220 (1st Dist. 1929); People v. 
Perlowski, 251 Ill. App. 506 (1st Dist. 1929); Majewski v. Gallina, 17 Ill. 2d 92, 160 
N.E.2d 783 (1959). 

37 Caraher v. First Guardian Co., 268 Ill. App. 389 (1st Dist. 1932). 
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Subsection M provides an exemption for securities issued by insurance 
companies organized under the laws of Illinois, or securities issued by any 
insurance company having authority to do an insurance business in Illinois 
and which has been continuously in operation for not less than ten years. 
Under the decision in SEC v. Variable Annuity Life Ins. Co.,3* decided by 
the United States Supreme Court, “variable annuities” are securities, and 
companies issuing such contracts are “investment companies.” Since the 
Illinois Securities Law defines “investment fund shares” to mean securities 
issued by “investment companies,” it would appear that such securities would 
have to be registered under section 7 of the Illinois Securities Law of 1953 
prior to sale in Illinois. The United States Supreme Court ruling should 
control in Illinois since the definition of “securities” in the Illinois Securities 
Law of 1953 is identical with the same definition in the Federal Securities 
Act of 1933. 

Subsection N provides an exemption for employee security purchase 
plans if the securities which are the subject of the plan would otherwise be 
exempt from registration pursuant to any other subsection of section 3. 
This exemption was necessary, since such plans are securities separate and 
apart from the securities being purchased under the plan. Such plan must 
be in writing and disseminated to all employees to whom such securities 
are offered.®® 

Subsection O provides an exemption for securities issued in connection 
with employee profit-sharing trusts or plans, or employee pension trusts or 
plans. Interests in such plans are “securities”; however, ordinarily there 
is no “sale” unless the employee “voluntarily” has a right to contribute to 
the plans. The general interpretation has been that “non-contributory” 
plans, or “mandatory-contributory” plans, do not involve the “sale of a 
security and are, therefore, outside the scope of the securities law. 


Exempt TRANSACTIONS 


The provisions of section 4 exempt the sale of securities from registra- 
tion under the 1953 Law in certain types of transactions classified in fourteen 
subsections. 

In interpreting such subsections, it should be kept in mind that the 
thrust of the 1953 Law is toward issuers, underwriters, dealers, and con- 
trolling persons. Virtually all provisions of the 1953 Law are directed at 
regulating the conduct of such persons. 

Subsection A provides one of the most commonly used exemptions in 
the 1953 Law. It provides for the sale in good faith, whether through a 
dealer or otherwise, of securities by a vendor who is not an issuer, under- 
writer, dealer, or controlling person with respect to such securities, and 


38 359 U.S. 65, 79 Sup. Cr. 618 (1959). 
39 See Rule 144 of the General Rules and Regulations Under the 1953 Law. 
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who, being the bona fide owner of such securities, disposes thereof for his 
own account; provided that such sale is not made directly or indirectly for 
the benefit of the issuer or of the underwriter or of the controlling person. 

The leading case in the State of Illinois construing a similar exemption 
in the former 1919 Securities Law is People v. Wilson. Wilson was con- 
victed of selling securities in violation of the Illinois Securities Law and 
appealed the conviction to the supreme court. Wilson was President of the 
Chicago Gulf Corporation. In 1936, this company was in financial difficulty 
and the Board of Directors authorized the issuance to Wilson of 100,000 
shares of its common stock, at $1 per share, in exchange for a promissory 
note for $100,000, secured by the pledge of the shares. The plaintiff pur- 
chased stock from such shares. The People proved that the securities were 
not Class “A” securities (i.e., section 3 securities in the 1953 Law) and there- 
fore exempt by virtue of the type of security involved. The People further 
proved the securities were not “filed” (registered) under the 1919 Se- 
curities Law. The supreme court in upholding the conviction, held that 
the burden of proving that the securities sold were Class “B” (i.e., section 4 
transactions in the 1953 Law) was on the defendant. The defendant argued 
that the sale of the securities involved was from his private holdings and 
that he was a “bona fide owner” under Class “B.” The court upheld the 
defendant’s conviction and stated that he had not sustained his “burden of 
proof” to show that the sale was in “good faith with no intent to defraud, 
and that the sale was not either directly or indirectly for the benefit of 
the corporation, or for the direct or indirect promotion of any scheme or 
enterprise of the company.” 

The Illinois appellate court, in an earlier case, Fuchs v. Daskal,*' con- 
strued the exemption for the sale by a “bona fide owner” (Class “B” se- 
curities), as defined in the 1919 Law. In this case, the defendant Daskal, 
President of the Bong Battery Corporation, sold a large block of his stock 
in such corporation, contrary to an escrow agreement, to the plaintiff, and 
claimed an exemption under the “bona fide owner” section of the 1919 
Law. The court sustained the defendant’s contention. It is doubtful if this 
case would be followed under the 1953 Law, in that it appears that the 
sellers were “controlling persons.” Even under the 1919 Law, in the opinion 
of the writer, the court failed to give due consideration to the following 
statutory words in the 1919 Law: “and such owner not being a broker or 
dealer in securities or an underwriter of such securities.” The securities of 
Daskal had been escrowed as a condition precedent to a “public offering” 
of securities of Bong Battery Corporation in the State of Illinois. 

Another important case to consider in interpreting the extent of the 


40 375 Ill. 506, 31 N.E.2d 959 (1941). 
41 244 Ill. App. 107 (1st Dist. 1927). 
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exemption in subsection A of the 1953 Law is the case of Scully v. DeMet.* 
This was a suit for rescission, alleging sale of securities in violation of the 
Illinois Securities Law of 1919. The facts were undisputed. Defendants, 
John and Nicholas DeMet, had sold about 15,000 shares of DeMet’s Inc., 
to the public through a registered securities dealer. Such securities were 
not filed or registered under the 1919 Law. Defendants contended that the 
sales were exempt from the requirements of registration as Class “B” securities 
under the 1919 Securities Law, and that such sales were in good faith and 
with no intent to defraud by a “vendor who is not an issuer, or underwriter 
thereof, or a dealer or broker, and who, being a bona fide owner of such 
security, disposes of his own property for his own account” if such sale is 
not made directly or indirectly for the benefit of the issuer or an under- 
writer of such securities. 

Sales of such securities were made to many different persons, including 
the plaintiff, by the registered dealer involved in selling the securities. The 
court ruled that such sales were not within the exemption of Class “B” se- 
curities relied upon by the defendants. While this case has been criticized 
because the language in the decision seemed to put too much emphasis on 
the fact that the exemption was denied because the sales were made through 
a registered securities dealer, nevertheless, the result seems to be correct 
since the sellers apparently were promoters of the corporation and were 
probably “underwriters” of such securities. 

Subsection B provides another important exemption from registration 
for transactions by an issuer of securities in raising funds from its existing 
security holders. It is to be noted that such exemption is denied to persons 
who are “security holders” solely by reason of holding transferrable war- 
rants or similar transferrable rights. It is also pointed out that there are 
several important qualifications to this exemption and careful attention 
should be given to such conditions to make sure that the exemption is 
available in a given situation. 

The phrase “other than a fee paid to underwriters based on their under- 
taking to purchase any securities not purchased by security holders in 
connection with such sale or exchange,” was placed in the law to allow a 
“standby” fee to be paid to underwriters, as is commonly done in large 
offerings of securities to existing shareholders throughout the United States. 
In addition, this phrase is further defined under Rule 145 of the General 
Rules and Regulations under the 1953 Law. 

Since the exchange of one security for another involves a “sale” 
under the 1953 Law, an exemption is provided for “convertible securities” 
in the latter part of subsection B. 

An interesting case, liberally construing a similar exemption of “sales 


42 323 Ill. App. 74, 77 (1st Dist. 1944). 
48 People v. Revesz, 229 Ill. App. 616 (1st Dist. 1923). 
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to stockholders” under the 1919 Law, is Blomgren v. Cowley.** The court, 
in this case, held that such exemption covered the situation where a country 
club, which was financially embarrassed, solicited its members to contribute 
money toward meeting certain mortgage debts. In order to protect those 
who so contributed, there was formed a common-law trust which issued 
certificates to the contributing members. The court held that the exemption 
of the sale of securities by a corporation among its stockholders included 
the sale of securities issued under the trust. It is doubtful if this decision 
is correct, or would be followed in the future. 

A comparable exemption, for “sales to stockholders,” in the 1919 Law, 
was construed in Hudson v. Silver *® and Laursen v. A. H. Memering © 
Com 

Subsection C deals with the sale of securities other than “oil and gas 
securities” to “institutional buyers,” including “any corporation” and “any 
association engaged as a substantial part of its business in purchasing securi- 
ties.” The theory of this exemption is that such purchasers are able to 
fend for themelves, and do not need the protection of the disclosure pro- 
visions of the 1953 Law. 

Subsection D is a counterpart of subsection C, except that it pertains 
to the sale of “oil and gas securities” to the same class of buyers. It was set 
out separately so that one additional type of buyer could be included. Such 
buyer is defined as a “trader buying or selling fractional undivided interests 
in oil, gas or other mineral rights, in frequent operations, for its or his own 
account rather than for the account of customers, to such extent that it or 
he may be said to be engaged in such activities as a trade or business.” This 
additional category was placed in the 1953 Law at the request of the oil 
and gas industry and was based on a similar definition used by the Internal 
Revenue Service in the administration of the Internal Revenue Code. 

Subsection E provides an exemption for “fiduciaries,” including execu- 
tors, administrators, guardians, conservators, receivers, or trustees in bank- 
ruptcy. In addition, the exemption provides a means whereby a pledgee of 
securities pledged for a bona fide debt may sell such securities to realize 
on the pledge. The Federal Securities Act of 1933 does not have a com- 
parable exemption.*? 

The most important “exemption” for registered dealers set out in section 
4, is the exemption provided in subsection F of the 1953 Law, hereinafter 
referred to as the “trading exemption.” 

This subsection should be read very carefully since it has several pro- 
visos, all of which are important. Since “listed securities,” on the securities 


44 282 Ill. App. 166 (1st Dist. 1935). 

45 273 Ill. App. 40 (1st Dist. 1933). 

46 260 Ill. App. 515 (2d Dist. 1931). 

47 SEC v. Guild Films Co., 279 F.2d 485 (2d Cir. 1960). 
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exchanges specified in section 3G, are not required to be registered, the 
dealer usually must rely upon subsection F for an exemption for the sale of 
“over-the-counter” securities. 

Under this subsection the dealer may act as either principal or agent. 
Securities must be sold at a price reasonably related to the current market 
price of such securities. The “trading exemption” is further broken down 
into three categories of securities. 

Under the first category, such securities must be issued by an “issuer 
domiciled in the United States,” and certain information must be set out 
with respect to the issuer in a “recognized manual of securities.” The in- 
formation includes a balance sheet as of a date not more than eighteen 
months prior to the date of sale, and profit and loss statements for a period 
of not less than two years next prior to the date of such balance sheet, or 
for the period of existence of the issuer, if such period of existence is less 
than two years. 

The constitutionality of a similar “trading exemption” in the 1919 
Securities Law was determined in Jaffe v. Cruttenden.*® Plaintiff argued 
that the “trading exemption” was unconstitutional in that the phrase “reason- 
ably related” to the current market price is so vague that such phrase violates 
the due process clause of the Federal and Illinois Constitutions. In addition, 
the plaintiff contended that the phrase “recognized manual of securities” 
was likewise too “vague” and therefore unconstitutional. 

The court stated that the term “reasonably related,” under all the cir- 
cumstances, was a proper “standard” and cited Nash v. United States,*® in 
upholding the Sherman Antitrust Act with its “rule of reason” standard. 

Likewise the court sustained the validity of the standard imposed by the 
word “recognized” as it pertained to financial manuals. 

The office of the Secretary of State has specified certain manuals as 
meeting the standard of “recognized manual of securities,” including: 
Moody’s Industrial Manual; Moody’s Municipal and Government Manual; 
Moody’s Transportation Manual; Moody’s Public Utility Manual; Moody’s 
Bank and Finance Manual; Standard & Poor’s Standard Corporation De- 
scriptions; and Fitch’s Individual Stock Bulletin. It is important to remem- 
ber that these are not the only “recognized manuals” which would qualify 
under the statute, but constitute manuals which will bring no argument from 
the Secretary of State. 

The second category under this “trading exemption” relates to securities 
which are the subject of an “application for authorization” under clause 
(2). Since this provision has been in effect since on or about July 1, 1955, 
there have been approximately 35 “authorizations” obtained under it.5! 


48 412 Ill. 606, 107 N.E.2d 715 (1952). 

49 229 US. 373, 33 Sup. Ct. 780 (1913). 

50 See Rule 147 of the General Rules and Regulations Under the 1953 Law. 

51 Securities Division of the Office of the Secretary of State, Annual Report (1960). 
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In order to obtain the exemption for “trading” under subsection F(2), 
it is necessary to file an application with the Secretary of State on Form 
No. 4 F(2). This exemption is primarily designed to assist dealers in making 
a market for securities of a company where no other exemption for trading 
exists. For example, this trading exemption may be used for foreign issuers, 
companies whose securities have been registered in the State of Illinois in 
the past two years, and the outstanding securities of a company which has 
some record of earnings. It is pointed out that although many of the con- 
ditions imposed by the Secretary of State under section 4 F(2) are not 
expressly set out in the statute, the purpose of the legislature in provid- 
ing this additional exemption was to offer an opportunity to companies 
to obtain “trading” authorization for their securities which could otherwise 
not be traded in Illinois. 

The provisions of subsection F(3) were added in 1955 to relieve doubt 
in anyone’s mind that a dealer could act as an agent for a seller of securities 
in transactions set out in subsections A, E, G, H, M, and N of section 4. 

One of the primary objections to the “exempt transactions” section of 
the 1919 Securities Law was that there was no provision for an offering of 
securities to a limited number of people. The lack of such an appropriate 
exemption was a considerable deterrent to small business financing. Ac- 
cordingly, subsections G and H were placed in the 1953 Law to provide 
for the sale of any amount of securities to a limited group involving not 
more than fifteen purchasers in any period of twelve calendar months, pro- 
vided a report of sale was filed with the Secretary of State within thirty 
days of the date of the sale. 

The purpose of these exemptions was to afford a certain amount of 
freedom of commerce in such transactions consistent with protection of the 
public. The exemption is designed to be broad enough to help small or large 
businesses in their financing, yet narrow enough to limit abuses. 

Under the Federal Securities Act of 1933, there is an exemption under 
section 4(1) for transactions by an issuer not involving any public offering. 
This is often termed the “private offering” exemption. While the 1953 Law 
has no similar worded exemption, the counterpart of the federal “private 
offering” exemption in the 1953 Law is found in subsections G and H. 

Due to the importance of the exemptions, provided by subsections G 
and H, certain problems of interpretation will be discussed in detail. 

It is pointed out that many persons individually subscribe for securities, 
and later ask to have the securities issued jointly with a spouse. If the 
securities are issued to the husband and wife jointly, the records of the 
corporation would indicate that the sale was made to two persons, and, 
accordingly, the number of persons that thereafter may be sold under sub- 
section G or H is diminished by two instead of by one. To overcome this 
situation, it is suggested that the purchaser be advised that such securities will 
be issued in the name of such purchaser, and that if the purchaser thereafter 
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wishes to transfer title in joint tenancy with the wife or husband, then such 
can be accomplished by a transfer after the initial issue of the securities to 
the purchaser individually. 

Nevertheless, if a “‘sale” is actually made to one person who pays for 
such securities out of funds owned individually by such person, the fact 
that such person sees fit to make a gift of one-half of such securities to a 
spouse, or other person, should not result in a “sale” to two persons pro- 
vided proof can be made of the facts indicated. 

In addition, the exemptions in G and H permit more than one sale of 
securities to the same person or persons (not more than fifteen persons) dur- 
ing the consecutive twelve-month period set out in the statute. 

Another interpretation problem frequently incurred is the determina- 
tion of the “date of sale” under subsections G and H. The particular facts 
in each case will determine this element. If an issuer is offering securities 
and a purchaser accepts the offer on a particular date and signs his sub- 
scription agreement, then the date of sale should be the date of acceptance 
of the offer. If there is no signed subscription agreement, then, assuming the 
Statute of Frauds is applicable and the purchase price is in excess of $500, the 
“date of sale” would be the date the consideration was paid to, and accepted 
by, the issuer. The actual issuance and delivery of the stock certificate 
usually takes place some time after the “date of sale.” To summarize, the 
“date of sale” is the date on which the last event necessary to make a binding 
contract occurs. 

Another problem under subsections G and H involves the question of 
whether or not the exemption for the sale of securities to not more than 
fifteen persons includes “offerees” as well as actual completed “sales.” The 
first paragraph of section 2 of the 1953 Law with respect to “definitions” 
provides: 


“The following terms, unless the context otherwise indicates, shall have 
the following meanings: 
“E. The word ‘sale’ shall . . . include every disposition or attempt 
to dispose, of a security for value.” 


It is the opinion of the writer that the context of subsections G and H 
indicates that the legislature intended the exemption to include only com- 
pleted or actual “sales” and did not intend to include “offers.” Neverthe- 
less, there are no court decisions construing this provision, to date. 

Another question which has arisen under subsections G and H relates 
to whether or not an issuer, for example, could make unlimited offers out- 
side the State of Illinois and still be entitled to sell securities of such issuer 
to not more than fifteen persons in the State of Illinois. An opinion of the 
Attorney General of Illinois has stated that all “sales” must be included, 
whether within or without the State of Illinois, in determining the avail- 
ability of subsections G and H. The State of Missouri has a similar exemp- 
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tion, which expressly provides an exemption to fifteen buyers in the State 
of Missouri. 

In the opinion of the writer, the correct interpretation of the intent 
of the Legislature, with respect to subsections G and H, is that the exemption 
applies to fifteen purchasers within the State of Illinois. This opinion is 
primarily based upon the premise that the Illinois law does not have extra- 
territorial effect, and the implication of the language of the statute with 
reference to excluding the sale of securities in certain other transactions 
which clearly are Illinois transactions. 

Despite some of the questions raised in this discussion, both subsections 
G and H have been extremely practical and widely used exemptions. The 
Secretary of State provides the “report of sale” forms, which are available 
on request; and in the year ended December 31, 1960, 3,883 sales involving 
in excess of 29 million dollars were the subject of “reports of sale” and 
exemption under subsection G, and 13,196 sales involving in excess of 8 
million dollars were the subject of reports of sale and exemption under 
subsection H.5? 

Subsection H is, in certain respects, different from subsection G. In 
addition to the exemption for sales to “not more than fifteen persons,” an 
alternative is provided for the sale of oil and gas securities to any number of 
persons, “if the aggregate selling price of said securities does not exceed 
$25,000 within any period of twelve consecutive months.” This latter 
exemption was placed in the law at the request of the oil and gas industry. 
Their request was based on the fact that since most oil and gas ventures are 
unincorporated business ventures, there is not available to such business 
ventures an exemption for “preorganization subscriptions” as set out in 
subsection M. 

Subsection I provides an exemption for the issuance of securities to 
security holders in connection with a statutory consolidation or merger. 

Subsection J provides an exemption for the issuance of securities to 
existing creditors or security holders under a “plan of reorganization, re- 
capitalization, readjustment, or composition, when approved by a court of 
competent jurisdiction of the United States, or any state or territory thereof, 
or the District of Columbia.” It should be noted that this exemption does 
no extend to the issuance of securities under an “assignment for the benefit 
of creditors” unless approval is obtained by a circuit court or superior court 
of the State of Illinois. 

Subsection K provides an exemption for the issuance of securities as 
patronage refunds or in connection with marketing agreements by coopera- 
tive associations organized exclusively for agricultural producer, marketing, 
purchasing, or consumer purposes. In addition, it exempts the sale of stock 
of cooperative associations, organized exclusively for the same purposes, if 


52 [bid. 
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no commission is paid on account of such subscription and if the aggregate 
amount of issued and outstanding capital stock and paid-in surplus does not 
exceed $100,000, and if the aggregate amount of such stock of such co- 
operative association held by any one natural person does not exceed $5,000. 

Subsection L was placed in the law to permit underwriters to obtain 
“indications of interest” with respect to offerings which are the subject of 
registration statements filed with the United States Securities and Exchange 
Commission under the Federal Securities Act of 1933. This exemption ex- 
tends to “offers for sale or solicitation of offers to buy (but not the ac- 
ceptance thereof)” of securities which are the subject of an application for 
registration under the 1953 Law and a pending registration statement under 
the Federal Securities Act of 1933. 

Another widely used exemption is found in subsection M, relating to 
the sale of subscriptions of a corporation prior to incorporation under the 
laws of any state, if no commission is paid directly or indirectly on account 
of such sale and if the number of subscribers shall not exceed twenty-five. 
It should be noted that under this subsection, any number of “offers” may be 
made so long as the number of subscribers “shall not exceed twenty-five.” 

The Supreme Court of Michigan had occasion to construe the applica- 
tion of the exemption for preorganization subscriptions of an Illinois corpora- 
tion under the 1919 Securities Law in the case of Wilder National Tavern 
System v. Jillson.>3 The facts in that case are not too clear, and it is doubtful 
if such decision will be of much benefit to the reader. 

In order to sustain the burden of an issuer that securities were sold 
under the exemption provided in subsection M, it is highly desirable that 
written subscription agreements be dated and signed by the preorganization 
subscribers prior to the date of incorporation. 

Subsection N provides an exemption from registration requirements 
for “the execution of orders for the purchase of securities by a registered 
dealer provided that such dealer acts as an agent for the purchaser, has made 
no solicitation of the order to purchase such secyrities, has no direct interest 
in the sale of the securities ordered, receives no commission other than the 
commissions involved in the purchase and sale of the securities, and delivers 
to the purchaser written confirmation of the order which clearly identifies 
the commission paid to the registered dealer.” Formerly, this provision was 
contained in the definition of the term “sale,” and it was defined so that 
the term “sale” did not include the execution of “unsolicited orders.” By 
removing the exemption from the definition of the term “sale” and placing 
it under subsection 4, the “burden of proof” with respect to a dealer claiming 
such exemption is placed on the dealer. 

The mere fact that a dealer is in business and holds himself out to the 
public as being engaged in the securities business does not amount to a 


53 256 Mich. 479, 240 N.W. 6 (1932). 








224 SECURITIES REGULATION IN ILLINOIS 


“solicitation” within the meaning of subsection N, otherwise the exemption 
would be a nullity. In the case of Weisbrod v. Lowitz,™ the plaintiff brought 
suit to recover the purchase price of one thousand shares of stock, alleged 
to have been sold to the plaintiff by the defendant, a registered securities 
dealer, in violation of the Securities Law. The defendants relied upon a 
comparable exemption under the 1919 Securities Law to the effect that they 
acted as agent for the plaintiff in the purchase of securities for the plaintiff 
pursuant to an unsolicited order. 

The facts were that the plaintiff had called an agent of the defendant 
and asked for some market information. The agent for the defendant stated 
that the stock would be a good buy if it could be bought at $30 a share. The 
plaintiff then ordered one thousand shares at a price of $30 per share. The 
defendant made a written memo of the order, forwarded it to its New York 
Office where it was transmitted to the New York Curb Exchange. The 
transaction was executed and a confirmation was duly sent to the plaintiff. 

At the time the sale was executed, the 1919 Securities Law did not have 
any exemption with respect to “unsolicited orders.” However, while the 
case was pending, the law was amended to add such a provision through an 
exclusion in the definition of the term “sale.” 

The court held that the amendment to the Law was merely indicative 
of the law prior to the change, and that, accordingly, such transaction was 
not within the scope of the 1919 Illinois Securities Law. 


SUMMARY 


The exemptions in the 1953 Law with respect to “securities” under 
section 3 and “transactions” under section 4 are based on two principles: 


(1) Adequate regulatory measures or other safeguards which excuse 
the usual requirements of registration of securities. 

(2) Public convenience and the necessities of commerce require excus- 
ing the sale of such securities from the registration requirements of the 
1953 Law. 


Even though securities, or the sale thereof, are exempt from “registra- 
tion,” such securities are still subject to the “anti-fraud” provisions and pen- 
alties imposed with respect to the sale of all securities in the State of Illinois. 

Any law imposing regulations or restraints upon the market place must 
be constantly reviewed and, if necessary, revised so that the proper balance 
of “protection for the public” without “undue restraints on the sale of se- 
curities” can be maintained. 


54 282 Ill, App. 252 (1st Dist. 1935). 


PROBLEMS OF REGISTRATION 


BY ROBERT G. CRONSON * 


THE ILLINOIS SECURITIES LAW OF 1953? is substantially similar to 
the Federal Securities Act? in terms of registration procedure. In fact, in 
some areas, the Illinois law specifically authorizes the incorporation and use 
of documents prepared for federal registration purposes.? In such areas, 
registration under the Illinois law will nearly always be coincident with or 
incidental to a federal registration. In the ordinary case, the registration of 
“face amount certificate contracts” + or “investment fund shares” ® will be 
accomplished by the filing of the federal registration statement, prospectus, 
and other exhibits together with an application form promulgated by the 
Secretary of State.® 


REGISTRATION PROCEDURES 


The conventional Illinois registration will be a registration under section 
57 of the act. Section 5 addresses itself to three distinct types of registration. 
Section 5A ® deals with “Registration by Notification” and is applicable to 
securities concurrently being registered under the federal securities act and 
meeting certain earnings requirements. Section 5B® deals with securities 
concurrently registered under the federal act but which do not meet such 
earnings requirements. Section 5C ! deals with the balance of “conventional” 
securities. 


* ROBERT G. CRONSON. A.B. 1947, Dartmouth College; J.D. 1950, 
University of Chicago; Illinois Securities Commissioner 1955-1957; 
Chairman, Midwest Securities Commissioners Association; Assistant 
Secretary of State, Springfield, Illinois. 


lui, Rev. Stat. c. 121%, § 137 (1959). 

*The term “Federal Securities Act” refers generally to the Securities Act of 1933, 
48 Stat. 74 (1933), as amended, 15 U.S.C.A. §§ 77a-aa (1951), which is the applicable 
federal securities statute. It should be noted that in addition, the SEC administers the 
provisions of the Investment Advisers Act of 1940, 54 Stat. 847 (1940), as amended, 
15 U.S.C.A. §§ 80b—1 to —21 (1951), and the Securities Exchange Act of 1934, 48 Stat. 
881 (1934), as amended, 15 U.S.C.A. §§ 78a-jj (1951). As to these latter two statutes, 
no counterpart exists under the Illinois law. 

3Iy. Rev. Stat. c. 121%, §§ 137.5A, B (1959). 

41d. § 137.6. 

5 Jd. § 137.7. 

®See id. §§ 137.6A(2), .7A(3), which would indicate that registration of face 
amount certificate contracts and investment fund shares cannot be accomplished inde- 
pendently of the federal act. In any event, as a practical matter, it never is. 

TIuy. Rev. Stat. c. 121%, § 137.5 (1959). 

8 Id. § 137.5A. 

®7d. § 137.5B. 

107d. § 137.5C. 
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In registration under sections 5A or 5B, the applicant may use the 
registration statement, prospectus, exhibits, and other material prepared for 
filing under the federal act together with the appropriate printed application 
form required to be filed in conjunction therewith. In some cases, additional 
exhibits may be required or additional information requested. However, 
unless the applicant feels that there are some peculiar circumstances which 
will require further investigation, explanation, or discussion, he should file 
the apppropriate registration application form together with the materials 
prepared for federal registration which are listed and required on the Illinois 
application form. In the event that the Securities Division takes any excep- 
tion or requires further explanation, the applicant will receive a further 
communication from the Division. 

For information as to the applicable registration forms, reference should 
be made to the “General Rules and Regulations (as revised January 20, 1960) 
under the Illinois Securities Law of 1953, as amended through July 6, 1955,” 1 
wherein an appendix as to forms is set forth. Copies of the Rules and Regu- 
lations, as well as copies of applicable forms, are available upon request from 
the Securities Division.!? 

Whether the applicant is preparing an application for federal registra- 
tion, portions of which will be used for a concurrent application under the 
Illinois law, or whether the applicant is preparing an application for registra- 
tion under section 5C of the Illinois law, he should be generally familiar 
with the statutory and regulatory requirements 1° of the Illinois law. Unlike 
the federal act, the Illinois Securities Law of 1953 is not a mere disclosure 
law whereunder registration is insured if full disclosure is made in the 
prospectus. Although section 12B ' of the Illinois act provides that it is a 
violation of the law to deliver any securities required to be registered unless 
accompanied by a prospectus, the I]linois law goes beyond disclosure. For 
example, section 5C(4) © provides that registration shall not be granted if 
the Secretary of State finds the sale of the securities is inequitable or would 
work or tend to work a fraud or deceit on the purchasers. 

The distinction between the federal law and the Illinois law is best 
illustrated by the fact that during the year 1960, a total of 380 applications 
were filed with the Securities Division to register securities under section 5. 
Of this number, 86 applications were refused registration under the Illinois 
Law. Of these 86 applications, 63 were registered under the federal law. 

Accordingly, the information set forth in the balance of this discussion 


111 Biue Sky L. Rep. 4 16612. 

12 Offices of the Securities Division are maintained at Room 113, Capitol Building, 
Springfield, Illinois; and Room 1614, 188 West Randolph Street, Chicago, Illinois. 

13 Tur. Rev. Stat. c. 121%, § 137.11A (1959), specifically authorizes the Secretary 
of State to adopt rules and regulations implementing the statute. 

14 Tui. Rev. Stat. c. 121%, § 137.12B (1959). 

15 Id. § 137.5C(4). 
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dealing with registration procedures under the Illinois law will be applicable 
in most cases even if the Illinois registration procedure is of the ancillary 
type permitted under sections 5A and B of the act. 

The general form of the application required consists of: 


(1) the facing sheet listing the name of registrant, address of 
registrant, etc.; 

(2) the prospectus itself containing the information required therein; 
(3) Part II of the application consisting of additional information re- 
quired for registration, but not included in the prospectus; 

(4) exhibits. 


Reference should be made to the appropriate registration form to de- 
termine in detail the requirements as to the material included. However, 
for purposes of this discussion, it is appropriate first to consider the 
prospectus itself. 


THE Prospectus 


The purpose of a prospectus is to provide in narrative and understand- 
able form, full, fair, and complete disclosure of all material information 
required to convey to the potential purchaser adequate information concern- 
ing both the securities being offered and the issuer thereof so as to permit 
an informed decision as to the desirability of investing. 

Perhaps the most difficult portion of the preparation of the application 
is the prospectus. Reference to the appropriate form will indicate the 
various information required. For example, there must be set forth on the 
cover page of the prospectus a chart showing underwriting discounts, public 
offering price, and other information relating to the offering. While a 
detailed description of the material required to be presented will not be dis- 
cussed, it should be borne in mind that the intent and purpose of the 
prospectus is to give all of the information necessary to a full and accurate 
presentation of the current situation of the offeror, without repetition and 
without unnecessary detail. : 

Before preparing a prospectus, the practitioner should attempt to 
familiarize himself with various statutory and regulatory definitions and 
requirements. Thus, for example, there must be full disclosure as to the 
identity and interest of any person who constitutes an “underwriter.” One 
should not rely on his own concept of the definition of underwriter but 
should refer to the definition set forth in section 2F 1 of the statute. By the 
same token, reference to Rule 148 of the General Rules and Regulations !7 
will indicate the area in which computation and disclosure of underwriting 
discounts and commissions will be required. Likewise, the term initial offer- 


16 Jd, § 137.2F. 
171 BLue Sky L. Rep. § 16625. 
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ing price is specifically defined by Rule 149 18 and may be applicable in the 
individual case. 


DIsCLOSURE 


Shawnee Chiles Syndicate holds that failure to include within a list- 
ing of promoters all of the persons who are, in fact, promoters constitutes 
a deficiency in the registration statement. However, it should be noted 
that this decision includes the holding that the term “promoter” includes 
every person who (a) is given stock, made an officer or director of the 
registrant and its organization, takes an active part in the initial offering 
of the company’s stock, and will be consulted in the future about the 
registrant’s problems or will prepare or help to prepare literature to be used 
in offering the registrant’s stock, or (b) causes the assignment of leases of 
the properties which are to be developed by the registrant, actively engages 
in the formation of the registrant, selects the geologist for the corporation, 
and furnishes a list of prospects for the initial offering of the registrant’s 
securities. 

In like manner, it has been held that the use of the word “mutual” in 
the name of a corporation organized solely for business purposes and not 
for what is ordinarily regarded as “mutual” purposes is incorrect and mis- 
leading.?° 

Also it has been held to be improper to use a corporate name which is 
deceptively similar to another corporate name without a clear statement 
negating any possible connection of management or control.?! 

In addition to the general requirement that there be full disclosure, 
the applicant should be aware of the requirement that the disclosure must 
be such as to eliminate any possibility of being misleading. Section 12G 7? 
of the Illinois law specifically provides that it is a violation of the act to 
obtain money or property through the sale of securities by the means of any 
untrue statement of a material fact or any omission to state a material fact, 
necessary to make statements made, in the light of circumstances under 
which they were made, not misleading. Thus, it has been held that disclosure 
is required of the failure of a grantor’s wife to join in a deed to the grantee- 
registrant, in order to make the statement that the property was deeded to 
the issuer not misleading.?® Likewise, the statement that the registrant was 
engaged in the “manufacture, sale, and repair of motor vehicles and air- 


18 Id. q 16626. 

19 Sec, Act Rel. No. 2665, 1 CCH Fen. Sec. L. Rep. ¥ 9104.01 (Sept. 19, 1941). 

20 National Educators Mutual Ass’n, 1 SEC 208 (1935). 

21 Gold Hunter Extension, Inc., 3 SEC 891 (1938). 

22 Try, Rev. Strat. c. 121%, § 137.12G (1959). 

23 Winnebago Distilling Co., Sec. Act Rel. No. 2188, 1 CCH Fen. Sec. L. Rep. 
q 9108.43 (Feb. 26, 1940). 
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ships” would require additional information to avoid being misleading when 
the history of the registrant was that of the developing and experimenting 
upon inventions.*4 

No hard and fast rule other than care and caution can be spelled out 
which will insure the ability to avoid the raising of exceptions or deficiencies 
based on failure to make full disclosure or to relate sufficient information to 
avoid being misleading. At the same time, undue and unnecessary repetition 
and detail must be avoided. 


ADDITIONAL ILLINOIS REQUIREMENTS 


In addition to the foregoing general requirements, there are certain 
“standard” problems of registration which arise under the Illinois Securities 
Law of 1953. By having these situations in mind, one may either avoid the 
raising of exceptions or deficiencies by the Division or prepare himself so 
as to meet the additional requirements as promptly as possible. 


APPRAISALS 


Under Rule 18025 of the General Rules and Regulations under the 
Illinois law, an independent appraisal is required of the assets of any issuer 
which: ; 


(A) has not been in business for at least five years prior to the date 
the application is filed; or 
(B) has not had net earnings or profits in each of the last three years. 


It should be noted that this is a requirement in the alternative and is 
applicable if either of the two conditions is not met. The factual situations 
which will give rise to the requirement of an appraisal are infinite and it is 
impossible to detail them. However, in general, the requirement is addressed 
to the promotional type of situation in which there is not sufficient operating 
experience to permit an informed opinion as to value by the prospective 
investor. The purpose of the independent appraisal is, of course, to reach 
some objective determination of value in order to insure that the minimum 
standards of equitability are present in an offering of securities to the public. 
If the situation indicates that an appraisal requirement may be asserted in 
connection with the application, it is advisable to contact the Division in 
advance to make arrangements for such an appraisal. This will not only 
serve to proscribe the limits of the appraisal requirement but will be of ma- 
terial assistance in expediting the application. It should be noted that the 
cost of the appraisal is borne by the applicant and the appraiser is appointed 
by the Secretary of State. 

This appraisal requirement is addressed to what is in many cases a dis- 


% Lewis American Airways, Inc., 1 SEC 330 (1936). 
%5 1 Brug Sxy L. Rep. 16633. 
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closure requirement under the federal act. Thus, it has been held to be a 
material defect in a balance sheet to fail to disclose the overvaluation of 
certain options transferred to the registrant by the promoter. In this case, 
the promoter had transferred two options to purchase certain property to 
the registrant in exchange for 250,000 shares of the registrant’s stock and 
the registrant’s assumption of the option liability in the amount of $170,000. 
However, the promoter had paid nothing for the options, was under no 
obligation to exercise them and conveyed nothing of substantial value to the 
registrant. Under the circumstances, it was held that the value placed on 
the options was excessive and constituted a material defect in the balance 
sheet.?¢ Similarly, it was held in Lewis American Airways, Inc.,?" that while 
an accountant is not expected to place value upon assets such as patents or 
real property, he should at least indicate that assigned valuations are purely 
arbitrary, if such be the fact. 

The appraisal requirement is addressed primarily to the Finger Canadian 
situation by obtaining an independent valuation appraisal as a means of 
comparison with balance sheet figures included in the prospectus. As a result 
of this appraisal, the registrant may be required to revise balance sheet repre- 
sentations, make additional narrative disclosures in the prospectus, enter into 
certain escrow agreements, or make other changes in the application for 
registration. In some instances, the appraisal result may indicate a refusal 
of registration. 

In addition to this appraisal requirement, the Illinois Securities Law 
contains two escrow requirements, one of which is related to the Lewis 
American Airways, Inc., situation outlined above. 


Escrow Requirements 


Section 11E 28 deals with an escrow of securities. If any securities of 
the class of, or a class prior to, those included in an application have been 
issued for a consideration consisting of patent rights, copyrights, trade- 
marks, or other intangibles, the Secretary of State may require an escrow 
on such securities as a condition of registration. The conditions of such 
escrow are that the securities must remain in escrow until the securities 
registered meet the earnings test specified by section 5A of the statute or in 
the alternative until liquidation or dissolution of the issuer. The escrow must 
further provide that in the event of such liquidation or dissolution, the se- 
curities will not participate in the proceeds of liquidation unless or until the 
public purchasers have received their purchase price. It should be noted 
that the essential purpose of this requirement is to prohibit the promoters 


26 Finger Canadian Lumber Co., 5 SEC 543 (1939). 
27 Supra note 24. 
°8 Iii. Rev. Stat. c. 121%, § 137.11E (1959). 
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obtaining substantial holdings for intangible assets with the rights to share 
rateably in the event of liquidation. 

In some cases, a combination of the appraisal and escrow requirements 
will give rise to an exception. Thus, if the appraisal indicates that property 
obtained from a promoter was of substantially less value than the value of 
the securities received by the promoter in the exchange, with the result 
that a portion of the consideration given by the registrant for the property 
must be ascribed to the intangible value of the promoter’s services, an 
escrow requirement may be imposed with reference to the portion of the 
securities issued for these intangible services. In such a situation, the value 
of the securities received by the promoter will be determined at the public 
offering price. 

Section 11D of the Illinois Securities Law of 1953 authorizes the Secre- 
tary of State to require an escrow of the proceeds of sale of securities under 
certain circumstances. In the case of such an escrow, the proceeds of sale 
are deposited with an independent bank or trust company and retained 
therein until such time as the conditions fixed for the termination of the 
escrow are met. An example of one such situation is found in the 1960 
Annual Report of the Illinois Securities Division.?® 

In this case, the registrant was a manufacturing company which pro- 
posed to make a public offering to acquire funds with which to purchase 
equipment to be used to establish the company’s manufacturing process. 
There was no underwriting agreement and no assurance that the securities 
could and would be sold. Because the raising of minimum funds essential 
to the acquisition of the equipment was a sine qua non to the ability of the 
company to undertake operations, an escrow of funds was required until 
such funds as were necessary to complete the purchase of equipment were 
obtained. In this case, the securities were, in fact, sold, the escrow was 
terminated and the funds released to the issuer. 

It should be noted that the involuntary termination of such escrow 
will not permit any deductions therefrom for organization or sales expense 
and that in the event the conditions upon which the escrow will terminate 
for purposes of distribution of the funds to the issuer are not met before 
the prescribed date, the escrow will terminate involuntarily and the funds 
will be returned to the investors. The use of such an escrow requires the 
issuance of interim receipts pending the final disposition of the escrow. 

Once again, it should be noted that this is a specific requirement which 
may result in additional exceptions or deficiencies, revision of the applica- 
tion, or refusal of registration under the Illinois law, as compared to a find- 
ing of improper disclosure under the federal law. 


29Copies of the annual report are available from the offices of the Securities 
Division. 
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Thus, it has been held to be improper disclosure to fail to specify in 
sufficient detail the use and purpose to which the funds sought to be raised 
by the offering are to be put.8° While adequate disclosure would cure this 
deficiency for federal purposes, it would not meet the requirements of the 
Illinois law, but might in turn give rise to an escrow of funds requirement. 
It has also been held that failure of disclosure of such an escrow requirement 
is a material deficiency.* 


Promoters’ Contribution 


Certain additional requirements should be borne in mind in the prepara- 
tion of the application. Thus, Rule 150(a) (2) 3? requires that the promoters 
of an issuer which is in the promotional, exploratory, or development stage 
must have an investment of at least fifteen per cent of the total investment 
which will result if all securities being registered are sold. This rule further 
provides that failure to comply therewith will constitute such offering 
“inequitable” and one which will “work or tend to work a fraud or deceit.” 
This rule carefully spells out the detailed requirements to be met. 


Options and Warrants 


In addition, the State of Illinois is a member state of the Midwest Se- 
curities Commissioners Association and as such subscribes to that Associa- 
tion’s statement of policy on stock options. This regulation is set forth as 
Rule 150(a)(1) *° of the General Rules and Regulations. In general, this 
rule permits so-called restricted stock options to management which are in 
compliance with Internal Revenue requirements and options to employees 
pursuant to stock option plans. The principal thrust of Rule 150(a)(2) is to 
options to underwriters and in general prohibits such options unless the 
following conditions are met: 


(1) the option must be issued to managing underwriters under a 
firm underwriting agreement, and be nontransferable except 
among the partners of an underwriter which is a partnership 
firm; 

(2) the number of shares covered by the options may not exceed 
ten per cent of the securities to be outstanding at the completion 
of the offering; 

(3) the option may not be of more than five years duration and may 
not be exercised in the first year; 

(4) the initial exercise price must be at least equal to the public 
offering price plus a step up of either seven per cent annually 


80 Lewis American Airways, Inc., 1 SEC 330 (1936). 

81 Winnebago Distilling Co., Sec. Act Rel. No. 2188, 1 CCH Fen. Sec. Rep. 4 
9108.43 (Feb. 26, 1940). 

$21 Biue Sxy L. Rep. q 16627. 
83 Tbid. 
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or twenty per cent at any time after one year from the date of 
issuance; 

(5) the options must be issued by a relatively small company in the 
promotional stage under circumstances which make it apparent 
that they are issued in conjunction with the obtaining of compe- 
tent investment banking services and in a situation under which 
the underwriting commissions are lower than that which is usual 
and customary. 


In addition to the foregoing requirements, there must be full disclosure 
in the prospectus concerning the options and an inclusion of their value in 
determining underwriting commissions. The rule further provides that the 
same test is applicable in the case of options issued by selling shareholders 
unless there is a clear separation between the selling shareholder and the 
corporate entity.®4 


Commission Limitations 


The practitioner should bear in mind that the Illinois Securities Law im- 
poses an absolute limitation of fifteen per cent ** on the commissions, re- 
muneration, or discounts which may be paid to an underwriter in connection 
with an offering which is subject to registration. As previously indicated, 
Rule 148 ® sets out in detail many of the requirements implemented under 
this statutory requirement. It is impossible to detail the many situations in 
which this commission exception may be raised. However, in general, it 
should be borne in mind that any situation wherein consideration over and 
above the discount or commission is given to the underwriter may result in 
the imposition of an exception based on this statutory requirement. Thus, 
for example, the issuance of securities of the class being registered and 
offered, at a price below the public offering price, may contravene the 
provisions of Rule 148. The difference in value between the value of the 
securities at the public offering price and their value at the price at which 
they were assigned to the underwriter will be considered additional com- 
pensation. If this amount, when added to the discounts and commissions, 
exceeds fifteen per cent, the registration will be refused. 


Inequitability 


In addition to certain standard situations, which are covered by regula- 
tion and which fall within the Illinois provision prohibiting offerings which 
are inequitable or which work or tend to work a fraud or deceit, the 


84 For full details, see Rule 150(a) (1), supra note 32. 

%5Tiy. Rev. Strat. c. 121%, § 137.5A(4), 5B(3), 5C(3) (1959). Different com- 
mission limitations are prescribed with reference to investment fund shares, id. § 137.7D, 
while face amount certificate contracts are not the subject of specific commission limi- 
tations but are governed by the provisions of the Investment Advisers Act of 1940. 
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practitioner should bear in mind the general provisions of section 5B(5),** 
5C(4),°8 11H, ® 12E,*° and 12G *! all of which contain provisions relating 
to inequitability. 

It is, of course, impossible to detail the various situations as to which 
an exception relating to inequitability may be raised. However, an example 
may serve to provide a guidepost. The following illustration is taken from 
the 1955 Annual Report of the Securities Division: * 


“A company engaged in the management and operation of automobile 
trailer fleets filed an application for registration of its securities. These 
securities were management contracts whereby the purchaser agreed 
to acquire and commit to a trailer system a specific number of trailers. 
The fleet was managed and operated by the management company- 
issuer. The trailer system consisted of several fleets of trailers owned 
by the management company and some 125 ‘independent’ fleets owned 
by the trailer purchasers who had entered into the management con- 
tract. Under the plan of operation, the private owner’s fleet was com- 
mitted to a ‘one-way’ trailer system, in which a trailer could be rented 
in one city in the U.S., hauled to another city in the U.S., and deposited 
at the end point without responsibility for its return. The gross pro- 
ceeds from the use of each trailer were separately itemized and from 
such proceeds were deducted costs of operation, maintenance and re- 
pair and a management fee based on gross income of the individual 
trailer. The net figure was remitted to the individual trailer owner on 
a periodic basis. The sales and service agreements specifically required 
that the trailers purchased conform to certain specifications which 
specifications would, in all probability, be met only by trailers manu- 
factured by the management company. The agreements further pro- 
vided that in the event that a sufficient number of the trailer owners 
were dissatisfied with the operation of their trailers, they could call for 
a meeting between the trailer owners and the management company; 
that the trailer owners’ right to withdraw their trailers from the system 
and sell them was limited by certain prerogatives invested in the manage- 
ment company and that any individual trailer owner who felt that his 
trailers were not performing satisfactorily could make his own arrange- 
ments to move his trailers to a different location. A preliminary ex- 
amination of this application indicated that the basic nature of the 
system operation appeared to be inequitable for the reasons that the 
individual trailer owners, who by their purchases of trailers contributed 
a substantial portion of the capital required by the system, had no part 
in the management or control of the operation of the company; had 


37 Int, Rev. Stat. c. 121%, § 137.5B(5) (1959). 

38 Jd. § 137.5C(4). 

$9 7d. § 137.11H. 

40 Td. § 137.12E. 

41 Int, Rev. Stat. c. 121%, § 137.12G (1959). 

42 TLtinois Securities Division ANN. REp. 28 (1955). 
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no right or option to acquire such right or control; had only a limited 
legal right to withdraw their trailers from the system and only a limited 
economic right to use or dispose of their trailers in any alternative 
manner. Accordingly, the applicant was advised that unless an audit 
would demonstrate that the practical results of the operation of the 
system were such that no discrimination occurred, either between the 
company fleets and the independent fleets or between the various inde- 
pendent fleets, the registration would not be granted. Such an audit 
was prepared and submitted and an analysis thereof undertaken by the 
staff. A portion of this analysis was limited to the aspects of operation 
which were wholly comparable both as between the company fleet and 
independent fleets and as between the respective independent fleets. 
This analysis indicated that for the year 1953 the returns from operation 
of the company fleets and the independent fleets were substantially 
equal; that during the year 1954 the independent fleets increased ap- 
preciably in size in comparison to the company fleets while the return 
on the independent fleets was approximately 14 of the return on the 
company fleets. Further, the return on the independent fleets for the 
two year period, 1953-1954, was approximately 30% less than the return 
on the company fleets. More importantly, the return to the owners 
of the various independent fleets showed a serious disparity. In the year 
1953, one fleet out of 16 fleets, tested on a comparative basis, showed a 
low return, before taxes, of 16.22%. Another of the 16 showed a high 
return of 38.59% before taxes. The fleet which showed the lowest 
earnings in 1953 showed the next to lowest earnings in 1954. The fleet 
which showed the highest earnings in 1953 showed the next to highest 
earnings in 1954. Both fleets contained the same number of trailers 
purchased at a cost differential per trailer of only $5.00. Further, 
analysis showed that for each year within the two year period and for 
the two year average period, five of the 16 fleets were consistently 
in the lower half of the earnings scale and 5 were consistently in the 
upper half. A chart of the earnings record of both the independent 
fleet and the company fleet since the inception of the business showed 
that over the period charted, the independent fleets had increased in 
size and decreased substantially in earnings, whereas, the company fleets 
have remained substantially the same size and decreased only slightly 
in earnings. From a study of all this material, it was concluded that 
because of the facts outlined above, the structure of the system was 
basically inequitable and that the apparent inequities were not resolved 
in the actual operation of the system.” 


In addition to the general provisions relating to inequitability previously 
cited, section 11B 4? of the Illinois law provides that the Secretary of State 
may refuse to register securities if there are conditions affecting the sound- 
ness of the security so that the sale thereof would be equitable or would 


43 Int. Rev. Stat. c. 121%, § 137.11B (1959). 





REGISTRATION PROBLEMS 235 








236 





SECURITIES REGULATION IN ILLINOIS — [Vot. 1961 


work or tend to work a fraud or deceit. An example of such a situation is 
found in the 1959 Annual Report of the Securities Division: *4 





“A company originally engaged in the design, manufacture and sale 
of radio communication equipment and later reorganized to engage in 
research and development relative to electronic products, filed an appli- 
cation to register 27,142 shares of common stock. In January, 1959, a 
selling stockholder, who was an officer and director of the company 
and a securities dealer, purchased from holders of certain of the com- 
pany’s securities, $900,000 principal amount of convertible notes and 
$1,110,000 principal amount of convertible debentures, at 95% of par. 
One month later he sold the $1,110,000 principal amount of convertible 
debentures to the company at 98% of par and entered into an agreement 
with the company, whereby they extended the rights to convert the 
$900,000 principal amount of convertible notes from April 1, 1960 to 
December 31, 1969 into common stock at a conversion price of $5.43 
per share. In addition, there were outstanding 37,282 stock options to 
purchase shares of common stock of the company, at prices substantially 
under the proposed public offering price of $14.00 per share. Altogether, 
these rights and stock options amounted to 32.8% of the outstanding 
common stock of the company, with the selling stockholder holding 
71% of such rights. 

“The Secretary of State found that the dilution which would result 
from the exercise of such rights and options was a condition that 
affected the soundness of any securities issued by this company. Upon 
being advised of this determination, the issuer requested the withdrawal 
of its application and the securities were not registered for offering 
and sale in Illinois.” 


Another example is found in the 1958 Annual Report of the Securities 


Division: *5 





“A company organized under the laws of a foreign government filed 
an application to register $2,225,000 subordinated debenture stock. The 
company was organized to finance and encourage tourist enterprises 
within its own country. The principal assets of the company were 
mortgages and other loans which had been transferred to the company 
by the foreign government. An examination of the application indicated 
that approximately thirty per cent of the principal and interest due 
under these loans was in default. . .. The Secretary of State found that 
these arrearages in the payment of these loans were conditions which 
affected the soundness of any security that might be issued by this 
company. Upon being advised of this determination, the issuer re- 
quested the withdrawal of its application and these securities were not 
registered for offering and sale in Illinois at that time. 


44 ILunois Securities Division ANN. Rep. 14 (1955). 
45 TLLinois Securities Division ANN. Rep. 15, 16 (1958). 
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“Subsequently, a second application was filed. This application indi- 
cated that the foreign government had repurchased the loans that were 
in arrears and the foreign government guaranteed the payment of 
interest on the subordinated debenture stock. These securities were then 
registered for offering and sale in Illinois.” 


Financial Statements 


The prospectus itself is also required to include certain financial state- 
ments, including a balance sheet and income statement, where applicable. 
In the case of certain companies in the organizational and development 
stage, balance sheets and income statements obviously are not available. 
In such cases, there will be required, as an alternative, a statement of assets 
and unrecovered promotional, exploratory, and development costs and a 
statement of receipts and disbursements ** or similar appropriate financial 
statements. Full and complete information concerning the financial state- 
ments required, and the form and content thereof are set forth in Rule B 
of the Rules and Regulations under the Illinois Securities Law.47 These rules 
should be reviewed with reference to the specific situation involved before 
undertaking the completion of the application. It is also advisable that the 
practitioner review these with a view to acquainting the accountant with 
the particular regulations which will be applicable to the application. In this 
connection, it should be noted that the Illinois Securities Law requires 
certified financial statements prepared and certified by an independent public 
accountant in connection with any registration, regardless of the section 
under which the registration is accomplished.‘ In particular connection 
with the preparation of financial statements, reference should be had to Rule 
2—01 of Rule B* which requires not only that the accountant be duly 
registered and in good standing under the laws of his state of residence but 
that he be, in fact, independent with reference to the issuer whose securities 
are the subject of registration.” 

Further, it is incumbent upon the accountant to provide full, fair, and 
complete disclosure insofar as the financial statements themselves are con- 
cerned. Defects in financial statements, including failure to disclose, or 
failure to provide full and complete information, may equally give rise to 
the assertion of exceptions and deficiences by the Securities Division and, 
accordingly, the same care and attention in the preparation of financial 


46 See 1 Biue Sky L. Rep. 16736. 

47 See id. | 16691. 

48 See Itt. Rev. Stat. c. 121%, § 137.5C(1) (j) (1959). Requirements as to certified 
financial statements in the case of securities registered under the federal act are ac- 
complished by incorporation of the material filed with the SEC. 

491 Biue Sky L. Rep. J 16695, 

5° Ibid, 
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statements should be observed as is required in the narrative portions of the 
prospectus. 

Thus, carrying promotional services as an asset at an amount equal to 
the par value of stock issued to the promoter in control constitutes an un- 
true statement of a material fact where the value thus set upon the services 
is so grossly excessive as to impel the conclusion that some of the stock was 
donated to the promoter.®! 

Similarly, the failure of a balance sheet to disclose a liability of $3,750 
has been held to be a material defect in the light of the financial size and 
circumstances of the issuer.°? 

Other balance sheet defects which have been held to be material have 
been the failure to disclose prior default in interest payments,™ and failure 
to disclose contingent liability arising out of prior illegal sales of securities.54 

Reference should be made to the General Instructions of the appropri- 
ate registration form for precise requirements as to financial statements re- 
quired to be included in the prospectus. However, in general, a balance 
sheet and profit and loss statement, or similar financial statements, must be 
included in the prospectus in each case and the remainder of the financial 
statements, such as schedules, historical financial information, revaluation 
information, etc. will be required in Part II of the application but not in 
the prospectus proper. 

The balance of the application can be prepared solely by providing 
the material, information, and exhibits specified in the appropriate registra- 
tion form. In most cases, this will be the information required by Part II 
of the application and the required exhibits which are listed in the applica- 
tion form and instructions. Such information may be provided in answer 
form to the inquiries contained in the application or by the filing of certified 
copies of various documents. 

When all the material has been prepared, it should be assembled in such 
manner as to facilitate examination by the staff of the Securities Division. 
Upon receipt, the application will be docketed in the Securities Division 
and assigned to an examiner, who will examine the entire application and 
make preliminary findings. The application will then be re-referred to the 
chief examiner who will review the application together with the examiner’s 
notation of findings or, if necessary, will review the examination in con- 
ference with the examiner. If there are minor requirements, such as failure 
to file required exhibits or minor omissions, the applicant may be notified 
by telephone or letter of these exceptions. If there are serious exceptions 


51 Brandy-Wine Brewing Co., 1 SEC 123 (1935). 

52 Reiter-Foster Oil Corp., Sec. Act Rel. No. 2201, 1 CCH Fed. Sec. L. Rep. 
9125.66 (Mar. 12, 1940). 

58 Oklahoma Hotel Building Co., 4 SEC 580 (1939). 

54 Resources Corp. Int’l, Sec. Act Rel. No. 2294, 1 CCH Fen. Sec. L. Rep. § 9125.61 
(July 11, 1940); Bering Straits Tin Mines, Inc., 2 SEC 486 (1937). 
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and deficiencies, a schedule of exceptions and deficiencies will be prepared 
and forwarded to the applicant or the attorney representing the applicant. 
Such a schedule of exceptions and deficiencies will describe in detail the 
exceptions taken by the Division and the reasons therefor; any additional 
requirements which must be met; and, where possible, suggestions as to 
revisions which may be made to overcome the exception or deficiency. In 
any such case, it will be the responsibility of the practitioner at this point 
to make the necessary revisions or provide the additional information. If 
the practitioner feels that the exception or deficiency is unwarranted or fails 
to understand the basis thereof, he should immediately contact the Division 
for purposes of discussion or clarification. As previously indicated, if the 
practitioner feels that he will be faced with serious objections, exceptions, 
or deficiencies, he will be well advised to contact the Division in advance of 
filing in order to identify the areas of difficulty and thereby expedite their 
final disposition. The Securities Division maintains offices in both Chicago 
and Springfield and little difficulty will be experienced in arranging con- 
ferences for such discussions. 

If no exceptions or deficiences are noted by the Division or if exceptions 
or deficiencies have been cured and the application has been placed in form 
acceptable for registration, the applicant will be notified that the application 
is eligible for registration. If there is a concurrent registration pending, 
notice of clearance by the Illinois Division will be given subject to the 
federal registration becoming effective and formal registration will be 
granted upon the Division’s receipt of notification of effectiveness of the 
federal registration. 

If the application is not dependent upon federal registration becoming 
effective, formal registration will be granted immediately upon the appli- 
cation being accepted in final form. 

The most practical and valuable recommendation that can be made in 
an article of this nature is that the working lawyer should bear foremost 
in his consciousness the knowledge that the preparation of an application 
for registration under the Illinois law cannot be undertaken without an 
awareness of the regulatory aspects of this law as compared to the disclosure 
requirements of the federal act. 

“The Illinois Securities Law is intended to protect the public and par- 
ticularly the innocent investor from the ‘dishonesty, incompetence, igno- 
rance and irresponsibility of persons engaging in the business of disposing of 
securities of uncertain value whereby the inexperienced and confiding are 
likely to suffer.’ Foreman v. Holsman, 10 Ill. 2d 551, 553: Group Securities, 
Inc., v. Carpentier, 19 Ill. App. 2nd 513, 511. ‘The Act is paternalistic in 
character and should be liberally construed to better protect the public from 
deceit and prevent fraud in the sale of stocks, bonds and other securities 
within the state.’ Meihsner v. Runyon, 23 Ill. App. 2nd 446, 456.” 5 


55 Stein v. Twilight Motel, Inc., 29 Ill. App. 2d 131, 172 N.E.2d 642 (1st Dist. 1961). 











ILLINOIS LAW RELATING TO 
SECURITIES DEALERS, SALESMEN, AND 
INVESTMENT ADVISERS 


BY WILLIAM G. BURNS AND WARREN C. HASKIN * 


IN COMPARISON to the amount of literature devoted to registration of 
securities, relatively little consideration has been given to the requirements 
respecting registration and regulation of dealers, salesmen, and investment 
advisers. Yet, licensing and regulation of those engaged in the securities 
business is an important part of most securities laws, particularly of state 
securities laws, which characteristically grant fairly generous exemptions 
from the security registration requirements. It is therefore important that 
such licensing and regulation be adequate; but at the same time it is im- 
portant that it not be unduly burdensome in relation to the protection 
achieved and that the law be written and administered with enough clarity 
that it does not give rise to confusion or unwitting violations. As will be 
seen, an unregistered dealer or salesman who sells a registered security is 
subject to the same civil liability as a registered dealer or salesman who sells 
an unregistered security.’ 

It must be borne in mind that dealers, salesmen, and investment advisers 
may also be subject to regulation by various other agencies, both govern- 
mental and private. An Illinois dealer, unless his business is only on an ex- 
change, is solely intrastate, or is confined to dealing in the relatively narrow 
categories of exempted securities,2 commercial bills and paper, and bankers’ 
acceptances, is subject to regulation by the Securities and Exchange Com- 
mission under the Securities Exchange Act of 19348 and the regulations 


* WILLIAM G. BURNS. Ph.B. 1929, J.D. 1931, University of Chicago; 
member of the firm of Bell, Boyd, Marshall & Lloyd, Chicago, Illinois. 
WARREN C. HASKIN. B.A. 1955, J.D. 1958, Northwestern University; 
associate in the firm of Bell, Boyd, Marshall & Lloyd, Chicago, Illinois. 


1See note 32 infra and accompanying text. 

2“Fxempted securities” are defined in § 3(12) of the Federal Securities Exchange 
Act and include, generally, (1) United States Government securities, (2) state or munic- 
ipal securities, and (3) other securities which the Commission, by rule or regulation, 
exempts. 48 Stat. 882 (1934), 15 U.S.C.A. § 78c(12) (1951). 

8 48 Stat. 881 (1934), as amended, 15 U.S.C.A. §§ 78a-jj (1951). Section 15(a) pro- 
hibits any broker or dealer (other than one whose business is exclusively intrastate) from 
using the mails or any means or instrumentality of interstate commerce to effect or 
induce transactions in securities (other than in exempted securities, commercial paper, 
or bills or bankers’ acceptances) on the over-the-counter market unless he is registered 
with the Commission. In practice, of course, a dealer can scarcely carry on business 
without using the mails or an instrumentality of interstate commerce; thus in practice 
the two parenthetical exemptions are the only ones available. Under the language of 
the statute, a dealer whose transactions in the over-the-counter market are exclusively 
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thereunder, and an investment adviser may be subject to the Investment 
Advisers Act of 1940.4 Some of the most stringent regulations, and perhaps 
the most effective,5 are those of quasi-private organizations, including the 
National Association of Securities Dealers *® and the national securities ex- 
changes.’ In assessing the pertinent provisions of the Illinois Securities Law 
of 1953,8 the comparable federal acts, as well as the Uniform Securities Act,® 
will be considered for purposes of comparison. 


REGISTRATION 


Dealers and Salesmen 
Scope of the Act 


Section 8A of the act requires every dealer and salesman to be registered 
as such with the Secretary of State. A dealer is defined in section 2G of the 


intrastate, but who does an interstate business in exempted securities, does not escape 
registration, since his entire business must be intrastate. Effecting a transaction on an 
exchange would also destroy the intrastate exemption because the other party to the 
transaction may be from outside the state. See Loss, Securities REGULATION 724-25 
(1951, Supp. 1955). ° 

*54 Stat. 847 (1940), as amended, 15 U.S.C.A. §§ 80b—1 to —21 (1951.) Section 
203 prohibits the use of the mails or any means or instrumentality of interstate com- 
merce by an unregistered investment adviser unless (1) his clients are all residents of 
the state of his principal office and place of business and he does not furnish advice, 
reports, or analyses with respect to securities listed or admitted to unlisted trading 
privileges on a national securities exchange, (2) his only clients are investment companies 
and insurance companies, or (3) during the past twelve months he has had fewer than 
fifteen clients and does not hold himself out generally to the public as an investment 
adviser. 

5“In a manner thus far unique in our economic life, the securities business has 
evolved social controls through private agencies which are drastic and extensive.” 
Westwood & Howard, Self-Government in the Securities Business, 17 Law & CoNTEMP. 
Pros. 518 (1952). 

® The NASD was registered under and is regulated by the provisions of § 15A of 
the Securities Exchange Act of 1934, 52 Stat. 1070 (1938), 15 U.S.C.A. § 780—3 (1951), 
the so-called Maloney Act. The NASD is the only national securities association regis- 
tered under § 15A. 

7 The securities exchanges are regulated by the 1934 act, primarily under §§ 5 and 6, 
48 Stat. 885 (1934), 15 U.S.C.A. §§ 78e-f (1951). 

Siti. Rev. Stat. c. 121%, § 137 (1959) [hereinafter referred to as the “act” or the 
“Tllinois act.”] 

® The Uniform Act was approved by the Conference of Commissioners on Uni- 
form State Laws and the American Bar Association in 1956 and appears in 9C UnirorMm 
Laws ANN. 84-156 (1957). The act was drafted by Messrs. Louis Loss and Edward M. 
Cowett, who undertook a detailed study of existing blue-sky legislation. This study, 
as well as the act and the Draftsmen’s Commentary to each provision, is reported in 
Loss & Cowett, BLuze Sky Law (1958). The most recent supplement to 9C Unirorm 
Laws ANN. reports that the act has been adopted in substantial form in Alaska, Hawaii, 
Kansas, New Jersey, Oklahoma, and Washington, and new laws adopted in Georgia and 
New Mexico are similar to the act in some respects although not substantial adoptions. 
9C Unirorm Laws Ann. 48 (Supp. 1960). 
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act as any person (other than a salesman, a controlling person,!° a national 
or state bank, or a trust company organized in Illinois) who engages in 
Illinois, either for all or part of his time, as agent, broker, or principal, in 
the business of offering, buying, selling, or otherwise dealing or trading in 
securities issued by another person. Section 2H defines a salesman as any 
individual, other than an issuer or a dealer, employed, appointed, or author- 
ized by a dealer, issuer, or controlling person to sell securities in Illinois, 
but provides that partners or officers of a dealer or issuer shall not be deemed 
to be salesmen. In addition to the exclusions in sections 2G and 2H, section 
8A provides that neither an issuer when engaged in the sale of securities 
issued by it, nor a controlling person when engaged in the sale of securities 
in respect of which it is a controlling person, nor any person when selling 
or issuing securities in exempt transactions described in section 4 (except the 
sales by registered dealers described in subsection F of section 4) ™ shall be 
required to register as a dealer or salesman. 

Registration as a dealer is accomplished by filing an application with 
the Secretary of State on prescribed forms setting forth specified informa- 
tion regarding the organization, business, financial condition, and manage- 
ment of the applicant; a statement of any other licenses or registrations 
granted to the applicant or refused, suspended, cancelled, or withdrawn; 
a ten-year occupational statement of each officer, director, or partner of the 
applicant; a description of any civil or criminal proceeding of which fraud 
is an essential element pending against the applicant or any of its officers, 
directors, or partners, and the facts concerning any conviction of the 
applicant or any such person of a felony, or of any misdeameanor of which 
fraud is an essential element. In addition to requiring the foregoing informa- 
tion, section 8B authorizes the Secretary of State to prescribe such addi- 
tional information as he may deem necessary to determine the applicant’s 
financial responsibility, business repute, and qualification to act as a dealer. 
The application must be accompanied by a filing fee of $50 and, unless 


10 The exclusion of a controlling person is obviously available only with respect 
to sales of securities of an issuer as to which such person is a controlling person. 

11 The exempt transactions enumerated in § 8A of the act include sales by a bona 
fide owner who is neither an issuer, underwriter, dealer, or controlling person in re- 
spect of the securities sold; certain transactions by an issuer with its own security 
holders; sales to certain institutional buyers; sales by certain fiduciaries or by a pledgee; 
sales to not more than fifteen persons in any period of not more than twelve months; 
the issuance of securities in connection with a merger or consolidation; the issuance 
of securities pursuant to a plan of reorganization or the like; pre-incorporation sub- 
scription sales to not more than twenty-five persons; and the execution of unsolicited 
orders for purchase by a registered dealer who acts as agent for his customer. The last 
transaction mentioned, although enumerated in § 8A, is applicable only to a registered 
dealer. Of the other exemptions, only the one prescribed in subsection C, sales to 
institutions, is of any significant benefit to an unregistered dealer, but several are 
applicable to a salesman. The transaction described in § 4F, which is not enumerated 
in § 8A, is applicable only to a registered dealer. 
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the applicant is a corporation organized or authorized to transact business 
under the laws of Illinois, a consent to service of process providing that 
actions arising out of or founded upon the sale of any securities in alleged 
violation of the act may be commenced against the applicant in an appropri- 
ate state court by service of process upon the Secretary of State. 

Under section 8C an application for registration of a salesman must be 
made by the registered dealer, issuer, or controlling person employing or 
authorizing the salesman to act as such in Illinois. Although section 8C does 
not contemplate an application by the salesman himself, he is required to 
furnish certain information regarding his employers and the nature of his 
employment for the previous ten years; to state whether any license or 
registration as a dealer or salesman has ever been refused him, cancelled, 
suspended, or withdrawn; whether there is pending against him any civil 
or criminal proceeding of which fraud is an essential element, and whether 
he has ever been convicted of a felony or a misdemeanor of which fraud 
is an essential element; and to furnish such other information as the Secre- 
tary of State may prescribe as necessary to determine his business repute 
and qualification to act as a salesman. The filing fee is $10. 

The registration of a dealer and of each salesman registered by such 
dealer expires one year from the date of registration of the dealer, and 
provision is made for an annual re-registration upon applications containing 
the same information as is required upon an initial application with such 
additions or omissions as the Secretary of State may prescribe, and payment 
of the same fee as is required for an initial registration. 

Section 8 requires prompt reporting to the Secretary of State of any 
change in facts and circumstances which renders no longer accurate any 
information contained in an application for registration of a dealer or 
salesman. 

The grounds for denial, revocation or suspension of registration are 
discussed later.!? 


Some Problems in Connection With Registration 


Although dealers and salesmen need not register if they engage only in 
sales which constitute exempt transactions (with certain exceptions pre- 
viously noted), there is no similar exemption for persons who engage in 
sales of the exempt securities specified in section 3. The explanation for this 
distinction is that securities exempt under section 3 are generally so because 
they meet certain standards of quality—a fact that does not insure that the 
purchaser will not be defrauded—whereas the transactions enumerated in 
section 4 are exempt because the character of the purchasers,!* or the small 


12See discussion beginning at p. 252 infra. 
13 F.g., the exemption for sales to certain institutions, such as banks, trust com- 
panies, and dealers, or the exemption for sales to existing security holders. 
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number of purchasers,!* reduces the possibility of fraud to a point at which 
it is outweighed by the inconvenience of registration. 

Since it is implicit in the foregoing discussion that prevention of fraud 
in the sale of securities is one of the chief aims of the act, it is perhaps 
appropriate at this point to make the rather obvious comment that registra- 
tion and regulation of dealers and salesmen is only one of the devices by 
which the act seeks to prevent fraud; the broad antifraud provisions of 
the act, violations of which give rise both to civil and criminal penalties, 
apply to anyone who buys or sells a security.'5 

As noted, partners or officers of a dealer or issuer are excluded from 
the definition of salesmen. As respects dealers, the justification for this 
exclusion is that the application for registration must set forth specified 
information regarding each officer, director, or partner, so that the Secre- 
tary of State is enabled to pass upon his integrity, experience, and qualifica- 
tion to engage in the business. A disadvantage to this approach is that if a 
partner or officer of a dealer is not qualified, or is guilty of misconduct, the 
Secretary of State cannot deny or revoke his registration since he is not 
individually registered. The Secretary of State has three courses of action 
open to him, none of which is satisfactory: he may deny or revoke registra- 
tion even though the firm is otherwise qualified; he may suggest the resig- 
nation, discharge, or reduction in status of the unqualified individual; or he 
may ignore the problem and grant registration. The Uniform Act adopts a 
better approach by providing that the registration of a firm as dealer auto- 
matically constitutes the registration, as “agent”—the word corresponding 
to “salesman” in the Illinois act—of any partner, officer, or director who 
is within the definition of “agent.” 1 Thus, although separate applications 
for such individuals are not necessary, each is separately registered as an 
“agent,” and the administrator can deny or revoke any such registration 
without proceeding against the firm itself.17 

As already noted, issuers and controlling persons (as respects sales of 
securities as to which they are issuers or controlling persons) are specifically 
excluded from the definition of dealer. While the chief reason for this is 
probably that an issuer or controlling person is not in any real sense per- 
forming the functions of a securities dealer, the exclusion is also justified 


14 F.g., the exemption for sales to not more than fifteen persons within any period 
of twelve consecutive months. 

15 Tyr, Rev. Stat. c. 121%, § 137.12 (1959). 

16 Unirorm Securities Act § 202(a). The definition of “agent” specifically pro- 
vides that a partner, officer, or director of an issuer or “broker-dealer” (the term cor- 
responding to “dealer” in the Illinois Act) is not an agent merely because of his title. 
Id. § 401(b). 

17 The administrator may, however, proceed against the firm on the basis of certain 
acts by a partner, officer, or director, but denial, revocation, or suspension of the firm’s 
registration is conditioned upon a finding that the order is in the public interest. 








PPAAIONG ST 


SUMMER] DEALERS 245 


because the security itself must usually be registered so that some of the 
information required for dealer registration will be filed with the Secretary 
of State, and any agent who acts on behalf of the issuer or controlling 
person in selling the securities must register as a salesman. The exclusion is 
further justified on the practical ground that the regulations relating to 
dealers would be unrealistic and unduly burdensome as applied to issuers 
and controlling persons. However, officers or partners of an issuer are not 
salesmen under the statutory definition. While the act thus enables the 
Secretary of State to pass upon the competency of a non-officer agent of 
the issuer to act as a salesman, there is no corresponding provision with 
respect to officers who act as selling agents. The exclusion of partners or 
officers of a dealer is not an analogous situation since the information to be 
supplied for dealer registration is designed to elicit information not only 
about the firm but about its partners or officers. It is often the small corpora- 
tion that sells its securities otherwise than through a dealer, and in a small 
corporation the officers are likely to participate actively in the selling. It 
is inconsistent to exempt such officers from registering as salesmen while 
requiring non-officer personnel to register. Moreover, the act could be 
evaded by an issuer who designates practically everyone an “officer.” 18 

Actually, it is questionable whether it makes sense to require any 
agent (including non-officers) of an issuer to register as a salesman. The 
functions of the typical security salesman employed by a dealer, on the one 
hand, and the agent of an issuer, on the other, are essentially dissimilar. The 
activities of the typical salesman consist of dealing in securities of varying 
qualities issued by numerous issuers of varying sizes and widely divergent 
lines of business; he must know something of how the market operates; 
he is often called upon to advise customers on the composition of their 
portfolios as well as on the quality of a particular investment. In contrast, 
the agent of an issuer is concerned with selling a single security, which— 
unless it is exempt or sold in an exempt transaction, in which case the 
agent need not be registered as a salesman anyway—is presumably registered 
under the act. He need not possess general information about the securities 
market nor does he oversee his customers’ portfolios. Normally, he cannot 
be expected to meet the same standards as the typical “customer’s man”; 
nor should the Secretary of State insist that he do, in view of the nature of 
his activities. Requiring the agent to register does tend to protect the public 
from a certain number of undesirable persons, of course, such as convicted 
felons, but it is questionable whether the need for this protection is not out- 
weighed by the inconvenience of registering one who undertakes to sell 
his company’s securities, perhaps only for a brief period of time or as a minor 
part of his duties. 


18 Neither the act nor the rules contain a definition of the word “Officer.” 
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A question left unanswered by the definition of dealer is the status of 
the out-of-state dealer or salesman who occasionally directs an offer or 
delivers securities to persons in Illinois, perhaps only temporarily. The 
definition of a dealer is limited to one who “engages in [Illinois] . . . in the 
business of offering, selling,” etc., although he need be so engaged only 
“part of his time.” ® There are no Illinois cases, and very few cases in other 
jurisdictions, dealing with the question of whether one or more isolated sales 
constitutes one a dealer.2° The careful lawyer would probably be inclined 
to recommend registration, with its accompanying inconvenience, but the 
pressure of time may not permit the filing of the necessary papers. The 
result is that the dealer has the choice of losing the sale, and perhaps the 
customer, or exposing himself to potential civil liability. There is no good 
purpose served by subjecting the dealer to such a dilemma and there is 
ample justification for relaxing the registration requirements in the case of 
the out-of-state dealer who makes a few sales in Illinois. In view of the 
absence of judicial construction, a statutory clarification would be desirable. 
The Uniform Act adopts a rule of thumb by excluding from the definition 
of dealer a person with no place of business in the state who, in any period 
of twelve months, directs no more than fifteen offers to buy or sell into 
the state to persons other than those in specified categories, such as other 
dealers or institutional buyers.*! Objection might be made to this provision 
on the ground that neither a purchaser nor the Secretary of State could 


19 The definition, of course, leaves open the question of what degree of activity is 
necessary to constitute “engaging in business.” In California (whose statute is virtually 
identical) and in Texas (whose statute omits the word “business”) there are cases 
holding that, because of the “in part” language, a single transaction requires registra- 
tion. See Rhode v. Bartholomew, 94 Cal. App. 2d 272, 210 P.2d 768 (2d Dist. 1949); 
Sobieski, The Uniform Securities Act—Introduction, 12 Stan. L. Rev. 103, 159-60 (1959); 
Breeding v. Anderson, 152 Tex. 92, 254 S.W.2d 377 (1953); Hill, Pitfalls in the Texas 
Securities Act, 10 Sw. L. J. 265, 270 n.27 (1956). Conceivably, the required degree of 
activity might be less for a person whose primary business, which is carried on chiefly 
outside the state, is acting as a dealer, than for a person whose primary business is un- 
related to securities; thus, a New York dealer who makes a single sale in Illinois might 
be held to be within the definition of “dealer,” whereas, for example, a real estate 
broker who occasionally acts as a broker in the sale of stock would not. Definitions 
of “dealer” similar to Illinois’ are in common use in blue-sky legislation and although 
a degree of uncertainty is inherent in such definitions, it is doubtful whether clarifica- 
tion is really feasible, apart from the situation, discussed in the text, of the out-of-state 
dealer whose activity in the state is minimal. 

20 The cases are discussed in Loss & Cowett, BLug Sky Law 180-229 (1958), which 
states that there is “virtually no case law in point,” id. at 182. There are a few Illinois 
cases involving the somewhat analogous question of whether unregistered securities were 
offered or sold in Illinois or in another state. See People ex rel. Brundage v. Hill Top 
Metals Mining Co., 300 Ill. 564, 133 N.E. 303 (1921); McBreen v. Iceco, Inc., 12 Ill. App. 
2d 372, 139 N.E.2d 845 (ist Dist. 1957); Duke v. Olson, 240 Ill. App. 198 (1st Dist. 
1926). 

21 Unirorm Securities Act § 401(c). Section 401(c) should be read together with 
§ 414, which establishes rules for determining what constitutes an offer to sell or buy 
in the state. Excluded from the fifteen-person limit, in addition to institutional in- 
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readily prove a violation.2? This objection could be met by conditioning the 
availability of the exemption on the dealer’s reporting all such offers to the 
Secretary of State, in the same manner in which sales are reported under 
section 4G; if each offer is not reported the exemption would not apply.” 

Another troublesome problem not provided for in the act is the manner 
of registering a successor firm. Since the act does not contemplate the filing 
of an application by a person not in existence, confusion will often result 
when a registered dealer incorporates, merges, or is acquired by a new entity. 
Unless great care is used, a successor dealer may inadvertently violate the 
law by transacting business without registration. The problem is more 
acute as respects salesmen because the act permits registration of a sales- 
man only by a registered dealer. The civil liability provision is the chief 
hazard here; a technical violation of the act, while it may be viewed with 
some indulgence by the Secretary of State, could scarcely be ignored by 
a court in a subsequent rescission action. Both the Uniform Act ** and the 
Securities Exchange Act of 193475 permit the registration of a successor 
dealer, whether or not then in existence. 

Neither the act nor the regulations require a surety bond for dealers, 
a common requirement of other blue-sky laws.?* This omission is a result 
of two cases decided by the Illinois Supreme Court declaring that the 
bonding requirements in section 23 of the 1919 Act (both as originally 
written and as amended in 1929) were unconstitutional on the ground that 
the discretion vested in the Secretary of State was an unlawful delegation 
of legislative authority, since the Secretary of State could determine the 


vestors, are the issuers of the securities involved in the transactions and other broker- 
dealers. Thus an out-of-state underwriter need not register as a broker-dealer in order 
to effect an underwriting transaction with an issuer or to organize a selling group. Sec- 
tions 4C and 8A of the Illinois act, read together, accomplish the same result, and in fact 
are more liberal than the Uniform Act, since the requirement in § 401(c) (4) that the 
broker-dealer have no place of business in the state in order to avoid registration applies 
as well to one who deals exclusively with issuers, other broker-dealers, and institutional 
investors as to one who deals also with persons outside these categories. It does not 
seem that any useful purpose is served by this requirement. 

Corresponding to § 401(c) (4) is § 401(f) (6) (B), relating to investment advisers. 
This section permits an unlimited number of communications into the state by an un- 
registered investment adviser so long as they are sent to no more than five clients other 
than institutional investors, other investment advisers, broker-dealers, and the like. 

22 The draftsmen concede that the test presents problems of proof but suggest thar 
the only other solution would be to exclude all broker-dealers with no place of business 
in the state. 

23 There is still a problem of proof, of course; thus, even though a particular offer 
which leads to a sale, which in turn leads to a suit for rescission, may be reported, other 
offers may have been made which were not reported. 

% Unirorm Securities Act § 202(c). 

25 Section 15(b), 48 Stat. 895 (1934), 15 U.S.C.A. § 780(b) (1951). 

26 See Loss & CowetTr 142-46 (1958). 
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amount of the bond and its terms and conditions.2* These cases, and par- 
ticularly the language of the court in one of them,”® are probably also 
responsible for the absence of express statutory authority to the Secretary 
of State to adopt rules with respect to financial responsibility of dealers.?® 
The Secretary of State has, nevertheless, adopted a rule requiring all dealers 
to maintain a ratio of aggregate indebtedness to net capital of not more 
than twenty to one.3° Whether or not, in view of the above cases, this rule 
is valid is a subject that is beyond the scope of this paper. 

The act contains no reference to examinations but the Secretary of 
State has adopted a rule which provides that applicants may be required 
to take an oral or written examination. In practice, dealers and salesmen 


27In People v. Federal Surety Co., 336 Ill. 472, 168 N.E. 401 (1929), the court had 
before it § 23 of the 1919 act, as amended in 1925 (Itu. Rev. Stat. c. 121%, § 118 (1925)), 
which required a bond with terms, conditions and in form approved by the Secretary 
of State in the amount of $2,000 and provided that the Secretary of State could require 
a larger amount, not in excess of $50,000. The court held that § 23 was an unlawful 
delegation of legislative authority because, “No one could tell the amount of the bond 
required for the license . . . or the conditions which it should contain, until the Secre- 
tary of State had fixed the amount and the terms and conditions in each particular case, 
and the section fixed no rules which he should follow in determining these questions.” 
Id. at 476, 168 N.E. at 402. In response to the Federal Surety case, § 23 was amended 
in 1929. The amendment stated specifically the conditions of the bond but added, 
“with terms and in form to be approved by the Secretary of State.” The minimum and 
maximum amounts of the old law were retained but the amendment set forth rules to 
guide the Secretary of State in fixing the amount as follows: 

“In fixing the penalty of such bond, the Secretary of State shall investigate and 
take into consideration the proposed method of transacting business and the 
financial standing of the applicant for registration, and the experience, ability and 
general reputation for integrity of such applicant or in the case of a corporation of 
its officers, managers and principal agents and shall fix such a penalty as in his 
opinion will protect from loss, persons dealing with such applicant if registered.” 

In People v. J. O. Beekman & Co., Inc., 347 Ill. 92, 179 N.E. 435 (1931), the court held 
that the amendment had not cured either defect of the original section, since the Secre- 
tary of State was authorized to prescribe terms and conditions in addition to those set 
forth specifically in the statute and the rules to guide the Secretary of State in fixing 
the amount of the bond left him with still unlimited discretion. 


28 In the Beekman case the court said: 


“One of the factors to be taken into consideration by the Secretary of State under 
the present section 23 in determining the amount of the bond is the financial stand- 
ing of the applicant. It may be presumed that under this provision applicants of 
high financial standing would not be required to furnish as high a bond as appli- 
cants of lower financial standing, because the public would be more adequately 
protected in dealing with the former than with the latter even in the absence of a 
bond. The effect of this would be to discriminate between equally worthy appli- 
cants because of their financial standing. It is the duty of the legislature to make 
the provisions of all statutes reasonable, so as to give to all classes fair and equal 
treatment under the law. .. . A law which vests an administrative officer with a 
discretion which is purely arbitrary and which may be exercised in the interest of a 
favored few is invalid.” 347 Ill. at 97-98, 179 N.E. at 437. 
29 Section 202(d) of the Uniform Act permits the administrator to require by rule 
a minimum capital for broker-dealers. 
80 Rule D1(B) prohibits a dealer from allowing his aggregate indebtedness to 
exceed 2,000 per centum of his net capital. 
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are not examined, although it is understood that some thought is being given 
to requiring this. 

The requirement that applicants other than corporations organized or 
authorized to transact business under the laws of Illinois execute a consent 
to service of process is reinforced by section 10(B) of the act, which pro- 
vides that the sale or delivery of securities in Illinois (other than exempt 
securities, securities sold in exempt transactions, and securities registered 
under the act) shall constitute an appointment of the Secretary of State as 
agent for service of process in any action arising out of the sale of such 
securities.*! There is no apparent justification for denying to the Illinois 
courts jurisdiction of cases involving sales of registered or exempt securities 
or sales in exempt transactions. Fraud is not confined to sales of unregistered 
or non-exempt securities, and even sales of registered or exempt securities, 
if made by an unregistered dealer, are in violation of the act. This provision 
is inconsistent with a basic objective of the act—to outlaw fraudulent sales 
of any security by any person, and create a civil remedy of rescission of 
such sales. The jurisdictional power of Illinois logically should implement 
this objective to the fullest extent possible. 


Effect of Non-Registration 


Any sale made by an unregistered dealer or salesman (except a sale 
in the exempt transactions previously mentioned) is in violation of the 
act and voidable under section 13 as against the dealer or the salesman’s 
principal.3? The effect of non-registration may also be important in con- 


31 Compare § 17 of the Illinois Civil Practice Act, ILL. Rev. Srat. c. 110, § 17 (1959), 
which provides that by doing certain acts a nonresident submits to the jurisdiction of 
the Illinois courts. In Nelson v. Miller, 11 Ill.2d 378, 143 N.E.2d 673 (1957), the court 
upheld the constitutionality of § 17(1)(b), which predicated jurisdiction on “the com- 
mission of a tortious act within this State.” Recently the Secretary of State announced 
that, for the first time, personal jurisdiction by an Illinois court over an out-of-state 
dealer had been secured by service of process by a local law enforcement agency. 
The basis of jurisdiction was stated to be that the dealer was “doing business” in Illinois 
by selling securities to Illinois residents by means of long distance telephone calls. The 
suit resulted in an order enjoining the sale of securities in Illinois by the dealer. ILL1Nors 
Securities Division ANN. REP. 11 (1960). It does not appear that § 11(B) was the basis 
for jurisdiction, inasmuch as the Secretary of State did not merely serve process on 
himself. 

82 This is not entirely clear from a reading of the statute, however. Section 13 
provides that “every sale of a security made in violation of the provisions of this Act 
shall be voidable at the election of the purchaser ....” Section 12, which enumerates 
violations of the act, contains two subsections relevant to the question. Subsection A 
makes it a violation to sell any security except in accordance with the provisions of the 
act and subsection C makes it a violation for a person to act as a dealer or salesman 
unless registered as such, where registration is required. It is to be noted that subsection 
C does not explicitly declare that the making of a sale, by one who is acting as a dealer 
or salesman but is not registered, is a violation. It could be argued, therefore, that each 
individual sale by an unregistered dealer or salesman is not, standing alone, a violation 
(since a single sales does not necessarily constitute one a dealer or salesman), but that 
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nection with the exempt transaction described in section 4+N. This provides 
that the execution of unsolicited orders by a registered dealer who acts as 
agent for the purchaser are exempt transactions. Because of the broad sweep 
of section 13, which imposes liability on “each . . . dealer . .. who shall have 
participated or aided in any way” the making of a sale in violation of the 
act, it would appear that a dealer who acts as broker for the buyer, and who 
comes within the exemption set forth in section 4N in every respect except 
that he is not registered, is liable in an action for rescission notwithstanding 
that he acted solely on behalf of the buyer.** Similarily, an unregistered 
dealer cannot take advantage of the trading exemption provided in section 
4F. 


Investment Advisers 


Provisions for registration and regulation of investment advisers were 
added to the Illinois law in 1955. The definition of an investment adviser 
is closely modeled on the Federal Investment Advisers Act of 1940.84 An 
investment adviser is defined in section 2I as one who, for compensation, 
engages in the business of advising others as to the value of securities or as 


the violation arises from a course of conduct. A dealer, by definition, is one who “en- 
gages ... in the business of ... offering, selling,” etc. Similarly, it is not entirely clear 
that the sale of a security by a person who is within the definition of dealer or sales- 
man but is not registered is not “in accordance with the provisions of the Act,” in the 
language of subsection A. On the other hand, it would seem reasonable to conclude that 
one who by definition is a dealer or salesman violates the act each time he makes a 
sale. By this reasoning, each individual sale, assuming the requisite course of conduct, 
is a violation of the act both under subsection A and subsection C. Viewing the ques- 
tion from the standpoint of the policy the act seeks to promote, there should be no 
question about the correctness of this conclusion. The registration requirements for 
dealers and salesmen are as important a means of protection to the buying public as are 
the requirements for registration of securities. The remedy of rescission unquestionably 
is the most effective means of enforcement of the act. If it is accepted as a desirable 
enforcement technique it should be available as well to a purchaser from an unregistered 
dealer or salesman as to a purchaser of unregistered securities. The one Illinois case in 
point, Puntenney v. Mantle, 249 Ill. App. 242 (3d Dist. 1928), reached this conclusion 
without difficulty, although the statutory language was then somewhat different. The case 
arose under the 1919 Act which provided that after qualification of the securities any 
dealer could sell them upon filing a statement setting forth information concerning 
the security and the amount he intended to sell, as well as information about the dealer 
himself. In the absence of such a statement, therefore, any sale of such a security was 
clearly a “sale made in violation of the act.” 


83 The provisions of the 1919 act were construed not to impose liability on a dealer 
acting as broker for the buyer in a transaction involving unregistered securities. Weis- 
brod v. Lowitz, 282 Ill. App. 252 (1st Dist. 1935). Section 37, the provision in the 1919 
act comparable to § 13 of the present act, imposed liability on “each and every solicitor, 
agent or broker of or for the seller who has knowingly performed any act or in any 
way furthered such sale.” Section 13 of the present act substituted the words “under- 
writer, dealer or salesmen” for “solicitor, agent or broker” and dropped the words “of 
or for the seller.” 

8454 Stat. 847 (1940), as amended, 15 U.S.C.A. §§ 80b—1 to —21 (1951). 
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to the advisability of investing in, purchasing, or selling securities, either 
directly or through publications or writings, or who for compensation and 
as part of a regular advisory business issues analyses or reports concerning 
securities. Specifically excluded from the definition are banks and trust 
companies; lawyers, accountants, engineers, or teachers performing services 
solely incidental to the practice of their professions; registered dealers and 
salesmen and partners, officers, directors, or regular employees of a registered 
dealer; publishers of a newspaper or similar publication of regular and 
established circulation; and persons whose advice and analyses relate only 
to certain governmental obligations. Also excluded are persons designated 
by the Secretary of State as not within the intent of the definition. 

One difference between the federal and the Illinois acts is the exemption 
in the latter for registered dealers. The federal definition excludes only 
those brokers and dealers whose only investment advisory services are solely 
incidental to the conduct of their business as a broker or dealer and who 
receive no special compensation therefor.*5 The premise of the federal act 
is that qualification to act as a broker or dealer does not insure qualification 
to act as an investment adviser, and that regulation of brokers and dealers 
is not necessarily adequate as to investment advisers. The Uniform Securities 
Act also pays heed to the distinction.** The Illinois act, on the other hand, 
permits any registered dealer or salesman to act as an investment adviser 
for a fee without demonstrating his qualification so to act. A registered 
dealer is also relieved of the necessity of complying with certain of the rules 
applicable to investment advisers, such as those relating to compensation 87 
and retention of clients’ securities.** The shortcoming of the Illinois act, 
' if it is regarded as such, is explainable in terms of the fact that regulation 
of investment advisers has not been traditionally a part of the state blue-sky 
laws, the federal act being the first in the field. 

The information required for registration of an investment adviser is 
basically the same as that required to register as a dealer or salesman, plus 
information regarding the manner of giving advice and rendering analyses 
or reports, the nature and scope of the investment adviser’s authority as to 


35 Section 202(11)(C), 54 Stat. 849 (1940), 15 U.S.C.A. § 80b—2(11)(C) (1951). 

$6 Section 401(f) (3). The Uniform Act permits a single registration by a person 
who acts both as a broker-dealer and as an investment adviser. The act does this by 
providing, in § 201(c), that a person may not transact business as an investment adviser 
unless he is either registered as such or registered as a broker-dealer without the imposi- 
tion of a condition under § 204(b) (5); the latter section provides that when the ad- 
ministrator finds that an applicant for registration as a broker-dealer is not qualified as 
an investment adviser he may condition broker-dealer registration on the applicant’s 
not conducting business as an investment adviser. See Draftsmen’s Commentary to 
§ 201(c). 

87 See discussion at note 53 infra. 

38 See discussion at note 54 infra. 
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clients’ funds and accounts, his basis of compensation, and whether or not 
he will engage primarily in rendering investment supervisory services. Here 
again the Secretary of State is authorized to require such additional informa- 
tion as may be necessary to determine the applicant’s “financial responsibility, 
business repute and qualification” and may require an oral or written ex- 
amination. It is understood that the Secretary of State does examine appli- 
cants for registration as investment advisers. 


DENIAL, REVOCATION, AND SUSPENSION 


Section 8E of the act *® sets forth the grounds upon which the Secretary 
of State may deny, suspend, or revoke the registration of a dealer, salesman, 
or investment adviser. These include the commission of the following acts 
by the registrant or, in the case of a dealer or investment adviser, by any 
officer, director, or partner: (a) conviction of a felony or a misdemeanor 
involving fraud, (b) engaging in any fraudulent business practice or in- 
equitable practice in the sale of securities, (c) failure to account for money 
or deliver a security, (d) violation of any provision of the act, (e) material 
misrepresentation in certain information furnished to the Secretary of State, 
or refusal to furnish such information, (f) insolvency, in the case of a 
dealer, (g) in the case of a dealer, the sale of securities in Illinois through a 
salesman other than a registered salesman, and, in the case of a salesman, the 
sale of securities in Illinois with knowledge that his principal has not com- 
plied with the act, (h) revocation of a license under any law regulating the 
sale of securities for fraudulent or felonious conduct or for violation of such 
law. 

The broadest ground for revocation, denial, or suspension is engaging 
in “any inequitable practice in the sale of securities or any fraudulent busi- 
ness practice.” The sweep of this provision appears to have been enlarged 
by the Secretary of State’s adoption of Rule 190, which defines certain 
acts as constituting inequitable practices and fraudulent business practices. 
The acts so characterized relate to such things as excessive trading and 
failure to record transactions in discretionary accounts, failure to deliver 
written confirmation setting forth certain information, acceptance of a 
commission under certain circumstances, and failure to maintain required 
records. The acts prohibited by Rule 190 are somewhat similar to the acts 
defined by the Securities and Exchange Commission as “manipulative, de- 
ceptive, or other fraudulent device[s] or contrivance[s]” under section 
15(c) of the Securities Exchange Act of 1934. It would seem that the 
Secretary of State has attempted to incorporate at least part of the body of 
federal law, including case law, into the interpretation of the Illinois act. 
The list of prohibited practices should not, of course, be regarded as ex- 


39 Loss and Cowett state that this section served as the model for the comparable 
provision of the Uniform Act. Draftsmen’s Commentary to § 204(a). 
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clusive, since the cruder forms of fraud need not be defined with par- 
ticularity. 

A striking omission from section 8E is lack of qualification of the 
dealer, salesman, or investment adviser. Apparently in recognition of this 
defect, the rules adopted by the Secretary of State declare at the outset that 
no registration shall be granted until the Secretary of State has been fur- 
nished evidence of the applicant’s competency, among other things.*° Even 
the rules, however, confer no power on the Secretary of State to suspend 
or revoke registration for lack of qualification; presumably the Secretary 
of State, if convinced that a registered dealer, salesman, or investment ad- 
viser is no longer competent, must stay his hand and deny an application for 
re-registration. 

Section 11 of the act sets out the procedural requirements to be followed 
by the Secretary of State in denying, suspending, or revoking the registra- 
tion of a dealer, salesman, or investment adviser and prohibiting unlicensed 
persons from engaging in the business of acting as such. Notice and oppor- 
tunity for hearing must be afforded the interested party prior to the Secre- 
tary of State’s action,*! except that a temporary suspension of a dealer or 
salesman may be effected prior to notice and hearing.*? Injunctions with- 
out notice may also be issued to prevent violations of the-act. An appropriate 
provision is made for judicial review pursuant to the Administrative Review 
Act. 


REGULATION AND ENFORCEMENT 


The Secretary of State has adopted numerous rules relating to dealers, 
salesmen, and investment advisers. 

Rule D, applicable to dealers and salesmen, covers such matters as 
examinations, capital requirements, reports of financial condition,** radio 


40 Rule D1. 

41 Section 11(I), Inu. Rev. Strat. c. 121%, § 137.11(1) (1959). 

#2 Ibid. But immediately after taking such action, the Secretary of State must give 
notice to the person concerned and conduct a hearing “as soon as reasonably may be 
after the giving of such notice.” 

48 Section 11(J), Inu. Rev. Stat. c. 121%, § 137.11(J) (1959). The Administrative 
Review Act is found in In. Rev. Stat. c. 110, §§ 264-79 (1959). 

#4Rule D2. A report of financial condition, certified by an independent certified 
public accountant, must be filed as of a date selected by the dealer within each calendar 
year and within not more than forty-five days of the date of the report, provided that 
reports for any two consecutive years shall not be as of dates within four months of 
each other. Dealers who file reports similar to the Illinois report with the SEC or any 
“recognized” exchange (presumably those recognized in § 3G of the act) may file such 
reports in lieu of the one required by Illinois. The prescribed form, Form 8B4-2, is 
virtually identical with SEC Form X-17A-5 required of broker-dealers registered under 
the Exchange Act, 
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and television advertising,*® discretionary accounts,** confirmations,*? com- 
missions,*® and maintenance and preservation of records.*® 

Dealers are required by Rule D1 to maintain at all times a ratio of 
aggregate indebtedness to net capital of no more than 20 to 1. The rule 
contains detailed definitions of “aggregate indebtedness” and “net capital”; 
it explicitly declares, however, that compliance with the capital requirement 
rules of any stock exchange listed in paragraph 3G of the act or of the 
Securities and Exchange Commission by a dealer subject to such rules will 
be deemed compliance with the Illinois rule. As already noted, the Secre- 
tary of State’s power to adopt such a rule is not free from doubt. 

Rule E applies to investment advisers and relates to examinations, finan- 
cial statements,®° advertising," maintenance and preservation of records,5? 
compensation, retention of clients’ securities," inequitable and fraudulent 
practices,®* and use of the term “investment counsel.” * Rule E(3) attempts 
to detail some of “those areas of advertising practice which are susceptible 
of abuse and to specify the proper limits of advertising within those areas.” 
Rule E(8) prohibits use of the term “investment counsel” as descriptive of 


#5 Rule D3 prohibits any radio or television advertisement relative to any security 
unless a copy of the text of the proposed advertisement is first filed with the Secretary 
of State. 

46 Rule D4 prohibits excessive trading in an account with respect to which a dealer 
or salesman is vested with discretionary power and requires the making and preservation 
of certain records of transactions in discretionary accounts. Compare Rule X-15C1-7 
under the Exchange Act. 

47Rule D5 requires written confirmations at or before the completion of each 
transaction disclosing the capacity of the dealer in the transaction, and, if the dealer was 
acting as agent for his customer, certain details of the transaction. Compare Rule 
X-15C1-5 under the Exchange Act. 

48 Rule D6 forbids a dealer to charge or receive any compensation in connection 
with the sale or purchase of a security which is neither exempt, sold in an exempt 
transaction, nor registered under the act. 

4° Rules D7 and D8. 

50 Rule E2 requires the filing of a financial statement, prepared and certified by an 
independent public accountant, “in such detail as will disclose the nature and amount 
of assets and liabilities and the net worth of such investment adviser.” 

5 Rule E3. 

52 Rule E4. 

53 Rule E5 forbids the charging or receiving of compensation unless it is fair and 
reasonable and is determined on an equitable basis which is adequately disclosed in 
writing to the client. 

54 Rule E6 prohibits the custody of or access to securities or cash belonging to a 
client. The federal Investment Advisers Act of 1940 contains no comparable pro- 
hibition. 

55 Rule E7 defines as an “inequitable practice in the sale of securities and a 
fraudulent business practice,” effecting, or causing to be effected, transactions of 
purchase and sale which are excessive in size or frequency in view of the financial 
resources and character of the account. 

56 Rule E8. 
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a person’s business unless such person is primarily engaged in the business of 
rendering investment supervisory services. 

The sanctions prescribed by the act for violation of or non-compliance 
with the rules are inadequate. Although the Secretary of State is specifically 
authorized to investigate and secure an injunction against a violation of the 
rules,5? such a violation is not specifically made a ground for revocation, 
denial, or suspension of registration, except insofar as the commission of 
certain acts is defined by rule as an “inequitable practice in the sale of se- 
curities” and a “fraudulent business practice.” And a violation of the rules 
does not constitute a violation of the act under section 12 and is thus not 
subject to the penalties prescribed by section 14. Thus, for example, exces- 
sive trading by a dealer in an account as to which he is vested with discre- 
tionary power is not specifically punishable criminally, unless possibly such 
conduct might be regarded as a “device, scheme or artifice to defraud” or 
a practice which “tends to work a fraud or deceit upon the purchaser.” The 
Uniform Act specifically provides that willful violation of a rule or order 
is a ground for revocation of registration and is also punishable criminally.®* 

The act is also inadequate and ambiguous as respects prohibited ac- 
tivities of investment advisers. Section 12, which enumerates various viola- 
tions of the act, does not prohibit fraudulent investment advice as such. 
The antifraud provisions of section 12 contain such phrases as “in the sale or 
purchase of securities,” “through the sale of securities,” and “in the sale of 
any securities.” It is doubtful that these provisions would be construed to 
reach an investment adviser who advises, but does not effect, a sale or pur- 
chase. A provision similar to that contained in the Uniform Act—which 
specifically extends to investment advisers the broad prohibitions against 
any “device, scheme or artifice to defraud” and any act or practice which 
operates or tends to operate as a “fraud or deceit” *°—would be a logical 
complement to the recently enacted registration requirements of the Illinois 
act. 

The act equips the Secretary of State with a broad range of enforce- 
ment techniques. He may investigate violations of the act and rules; conduct 
hearings, at which he is empowered to compel attendance of witnesses and 
the production of books and records and to take evidence; suspend the 
registration of a dealer, salesman, or investment adviser, or prohibit a person 
from acting as such; and secure injunctions against violations of the act and 
rules.°° The Secretary of State has been diligent in the use of his enforce- 


57 Sections 11(F) and (K), Inv. Rev. Stat. c. 121%, §§ 11(F), (K) (1959). 

58 Section 204(a) (2) (B) and § 409(a). The latter section, which provides for both 
fines and imprisonment, states that no person shall be imprisoned for violating any rule 
or order if he proves that he had no knowledge of the rule or order. 


59 Section 102(a). 
6 Section 11, Itt. Rev. Stat. c. 121%, § 137.11 (1959). 
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ment powers against dealers, salesmen, and investment advisers and has 
compiled an impressive record.®! 


Tue Case Law 


For the most part, the judicial decisions arising under the Illinois act 
involve suits seeking rescission of sales of unregistered securites. There is 
no real body of case law dealing with the duties and liabilities of a dealer 
or salesman and apparently no cases at all dealing with investment advisers 
as such. The provisions of the act that have the most significance for the 
dealer and salesman—those authorizing revocation or denial of registration 
for “inequitable practices” in the sale of securities or “‘fraudulent business 
practices,” and the various attempts in section 12 to enlarge the concept of 
common-law fraud—must be interpreted without the benefit of a single 
reported Illinois case. The safest guide for the Illinois dealer and salesman 
in this area is the still-developing federal law ® which, it is reasonable to 
believe, will exert a strong influence in shaping the future course of the 
Illinois decisional law. 


61 In 1960, thirty-four hearings were held involving alleged violations of the act by 
dealers and salesmen; at least two complaints for injunction and three criminal pro- 
ceedings were instituted against dealers. Eleven hearings were held to prohibit un- 
registered investment advisers from operating in Illinois. IL~inois Securities Division 
ANN. Rep. 19, 20 (1960). In 1959, eighty-five registered dealers were visited by in- 
vestigators pursuant to a program of dealer inspection instituted by the Secretary of 
State in 1953. It~tnots Securities Division ANN. Rep. 22 (1959). 

82 See, e.g., Charles Hughes & Co. v. SEC, 139 F.2d 434 (2d Cir. 1943) (charging 
prices not reasonably related to current market price without disclosure constitutes 
fraud justifying revocation of registration; common-law fraud need not be shown); 
Hughes v. SEC, 174 F.2d 969 (D.C. Cir. 1949) (petitioner, who acted in dual capacity 
of broker-dealer and investment adviser, was a fiduciary; as such, failure to disclose 
the best price at which securities could be purchased in open market and cost to 
petitioner of securities sold to clients constituted an “omission to state a material fact 
necessary in order to make the statements made, in the light of the circumstances 
under which they were made, not misleading.”) 


RULES AND REGULATIONS OF THE 
MIDWEST STOCK EXCHANGE 


BY JESS HALSTED * 


UNDERSTANDING THE RULES and regulations of the Midwest Stock 
Exchange requires that the reader keep in mind that the Midwest Stock 
Exchange, like each of the other national securities exchanges registered 
with the Securities and Exchange Commission under the Securities Exchange 
Act of 1934,! is simply a market place. These exchanges are the modern 
counterparts of the buttonwood tree in lower Manhattan under whose 
branches the merchants and brokers who used to meet to buy and sell 
stocks and bonds in 1792 founded the New York Stock Exchange. Stock 
exchanges do not buy or sell securities, they merely furnish a regulated 
trading hall in which securities are bought and sold through exchange 
members acting as agents for customers. 

In 1792 there were not many brokers or many issues of stocks or 
bonds. Today the Midwest Stock Exchange alone has 400 members and 
more than 500 listed issues. Orders to buy and sell are communicated to the 
floor of the Exchange over wire systems connecting 1,800 offices of member 
firms and corporations in 338 cities. 

The Midwest Stock Exchange was organized in 1882 2 under the name 
Chicago Stock Exchange. It is not incorporated; it is a voluntary association 
operating under a written agreement among its members embodied in its 
constitution and rules. These articles of association, though amended and 
changed many times in the intervening years, are still the basic charter, not- 
withstanding that in 1949 the operations of the Cleveland, Minneapolis- 
St. Paul, and St. Louis Stock Exchanges were merged into the Chicago 
Stock Exchange and the name Midwest Stock Exchange was adopted.’ 

Presumably there were some rules and regulations governing who could 
trade and what could be traded under the old buttonwood tree. Today, due 


* JESS HALSTED. A.B. 1918, Swarthmore College; LL.B. 1921, Harvard 
University; Counsel to Chicago Stock Exchange and Midwest Stock 
Exchange; member of the firm of MacLeish, Spray, Price & Under- 
wood, Chicago, Illinois. 


148 Stat. 881 (1934), 15 U.S.C. §§ 78a-hh (1958). Reference in this article to “the 
1934 Act” or “the act” is to this statute, as amended. Reference herein to “Securities 
and Exchange Commission,” the “Commission,” or “SEC” means the commission 
created by this statute. 

2 Rice, THe Cuicaco Stock ExcHANGE 18 (1928). 

3 Mipwest Stock ExcHANGE CoNsTITUTION art. I, § 1 [hereinafter cited as MSE 
Const]. 

The Midwest Stock Exchange is referred to hereinafter as “the Exchange,” while 
stock exchanges generally may be called “the exchanges.” 
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to advances in our national economy, the exchanges themselves and the 
government by law have created regulatory codes relating to the require- 
ments for listing securities for trading on the Exchange, for the admission 
of members, and for the conduct of business. 

This article proposes to deal first with those rules and regulations of 
the Midwest Stock Exchange relating to listing and delisting securities, 
then with the requirements for membership, and, finally, with business 
conduct. As an aid to lawyers who only now and then are called upon to 
give advice pertaining to securities markets, some discussion will also be 
devoted to Exchange facilities and procedures for the distribution of blocks 
of listed securities. 


LIsTING 


The quality of the corporation issuing the securities is the initial 
test of listing qualification. The company’s products and services must 
enjoy public acceptance and good reputation. Its management must operate 
the company in the public interest. The securities to be listed must have 
sufficient distribution to assure a free auction market. The Exchange 
recognizes the worth of new enterprises and their right to grow, but it is 
not hospitable to listing promotional ventures. 

The officers of the Exchange, and particularly the staff of its stock list 
department, are available for consultation without obligation. They will 
confer informally with any company considering the listing of its securities. 
Such an informal conference is a desirable first step toward listing. 

Although they are not rigid, there are certain rules of thumb for testing 
the eligibility of an issue of common stock for listing. These include: 


(1) The company should have at least $2,000,000 in net tangible assets. 

(2) The business must be in active operation and have been operating 
for at least three consecutive years. 

(3) The company must have 150,000 or more shares outstanding. 

(4) Such outstanding shares must be owned by 1,000 or more share- 
holders, with a sufficient number of holders of 100-share or smaller 
lots to indicate a distribution wide enough to offer reasonable 
expectation that an adequate auction market will exist. 

(5) The company’s working capital must be adequate for its purposes. 

(6) Net annual earnings of at least $100,000 must be indicated. 

(7) Management’s reputation, character, competence, and integrity 
must be good. 


Having had a favorable informal conference with the Exchange staff 
preliminary to making a listing application, let us proceed to a consideration 
of the application. 

Since the enactment of the Securities Exchange Act in 1934, Form 10 
of the Securities and Exchange Commission (and in the case of issues already 
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listed on another national securities exchange, Form 8-C) has become the 
main document in a Midwest Stock Exchange listing application. Listing 
with the Exchange and registration with the Securities and Exchange Com- 
mission are concurrent. Form 10 is the form most often used to file the in- 
formation required by the 1934 Act. The statute calls for a statement of 
the following information for registration:* 


(1) the organization, financial structure, and nature of the business of 
the applicant company; 

(2) the terms, position, rights, and privileges of the different classes of 
securities outstanding; 

(3) the terms on which securities are to be, and during the preceding 
three years have been, offered to the public or otherwise; 

(4) the directors, officers, and underwriters, and each security holder 
of record holding more than ten per cent of any class of any 
equity security of the issuer (other than an exempted security), 
their remuneration and their interests in the securities of, and their 
material contracts with, the issuer and any person directly or in- 
directly controlling or controlled by, or under direct or indirect 
common control with, the issuer; 

(5) remuneration to others than directors and officers exceeding 
$20,000 per annum; 

(6) bonus and profit-sharing arrangements; 

(7) management and service contracts; 

(8) options existing or to be created; 

(9) balance sheets for not more than the three preceding fiscal years; 

(10) profit and loss statements for not more than the three preceding 
fiscal years; 

(11) any further financial statements which the Commission may deem 
necessary or appropriate for the protection of investors. 


Certified copies of articles of incorporation, amendments, by-laws, trust 
indentures, a legal opinion, and corresponding documents must accompany 
the copies of the Form 10 filed with the Exchange and with the Com- 
mission.5 

The initial listing fee on the Midwest Stock Exchange is $1,000, re- 
gardless of the number of shares covered by the application. There is an 
annual fee of $100 for the handling of financial and similar reports required 
to be filed with the Exchange. Additional amounts of securities already 
listed may be listed by filing a short application with current supporting 


448 Stat. 892 (1934), 15 U.S.C. § 781/(b) (1958). 

5 Mipwest Stock EXCHANGE, INSTRUCTIONS FOR THE PREPARATION OF AN ORIGINAL 
Listinc AppiicaTion. (A printed copy of this pamphlet is obtainable on request to Mid- 
west Stock Exchange, 120 South La Salle Street, Chicago 3, Illinois.) 
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documents. The supplemental fee is $250 unless the number of additional 
shares to be listed exceeds 100,000, in which case it is $500.8 

When the Exchange has received the listing application and one signed 
copy of Form 10 with supporting material, the documents are analyzed by 
its stock list department and presented either to the Board of Governors 
or to the Executive Committee of the Exchange with the department’s 
recommendation as to whether the securities should be listed.? In the mean- 
time, three copies of the Form 10 which the issuer has filed with the Se- 
curities and Exchange Commission in Washington have been undergoing 
examination by the Commission’s staff. Until the Exchange approves the 
securities covered by the application for listing and certifies such fact to the 
Commission, the Form 10 on file with the Commission cannot become 
effective. Receipt of telegraphic or letter certification by the Commission 
from the Exchange sets in motion the machinery in section 12(d) of the 
act providing that if the Exchange authorities certify to the Commission 
that the security has been approved by the Exchange for listing and registra- 
tion, the registration shall become effective thirty days after the receipt of 
such certification by the Commission or within such shorter period of time 
as the Commission may determine.* The Exchange sometimes requests ac- 
celeration of the effective date, but if acceleration is not so requested, 
registration automatically becomes effective on the lapse of the thirty-day 
interval. 

When the registration statement becomes effective, the outstanding 
shares of the issue are admitted to trading on the Exchange forthwith. The 
Exchange usually at that time appoints a specialist and odd-lot dealer for the 
issue from among its members.® 

Authorized but unissued shares may be listed and registered for ad- 
mission to trading upon notice to the Exchange of the intention of the 
company to issue such shares for a designated purpose, for example, a stock 
dividend. Shares listed subject to admission to trading upon the occurrence 
of such event go to trading upon receipt by the Exchange of written notice 
of issuance for the designated purpose. While the Commission deems a 
registration to apply to the entire authorized class of a security,!° the Ex- 
change requires a brief supplemental application and a nominal fee for each 
supplemental listing of securities to be issued and outstanding. 

Besides meeting the statutory registration requirements, the company 


6 bid. 

7 Mipwest Stock ExcHANGE RuLE XXII [hereinafter cited as MSE Rute]. 

848 Stat. 893 (1934) (amended by 49 Stat. 1375 (1936), 68 Stat. 686 (1954), as 
amended, 15 U.S.C. § 78/(d) (1958) ). 

® MSE Rutes XXIV, XXV. 

10 SEC, GENERAL RULES AND REGULATIONS UNDER THE SECURITIES EXCHANGE ACT OF 
1934, RuLe X-12D1-1 [hereinafter cited as SEC Rute]. 
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applying for listing enters into a listing agreement with the Exchange.’ 
Among the protective covenants in the listing agreement are the company’s 
undertakings: (1) to notify the Exchange promptly of any change in the 
general character or nature of its business; (2) not to change its accounting 
policies materially without giving the Exchange notice; (3) to mail to 
security holders of record comprehensive reports of financial condition with 
or prior to the notice of annual meeting (the contents of such required re- 
ports have become more and more comprehensive with the passing years); 
(4) to maintain convenient facilities for transfer of listed securities and an 
independent trust company registrar committed to the Exchange by con- 
tract !? to register only the securities admitted to trading, thus establishing 
another safeguard against a company negligently or wilfully overissuing; 
(5) to notify shareholders and the Exchange of dividend action or subscrip- 
tion rights and the record date thereof; (6) to comply with similar Exchange 
protective requirements. 

One of the first amendments made to the Securities Exchange Act of 
1934 related to so-called unlisted trading privileges. It was voted by Congress 
on recommendation of the Securities and Exchange Commission in 1936 to 
solve the riddle of what to do about the numerous issues which had been 
traded on some of the exchanges although not formally listed by the issuer. 

The sponsors of the 1934 Act came to recognize that abolishing un- 
listed trading would confuse rather than solve this phase of regulating se- 
curities markets. The New York Stock Exchange had abolished unlisted 
trading in 1910 and the Chicago Stock Exchange had taken the same course 
some years later. Most of the other national securities exchanges, particularly 
the New York Curb Exchange,!* had more trading in unlisted than in listed 
securities. Faced with the problem of whether unlisted trading on a regu- 
lated exchange afforded more protection to investors than trading away 
from the exchanges, Congress in the 1934 Act directed the Securities and 
Exchange Commission to study trading in unlisted securities and to report 
to Congress with recommendations on or before January 3, 1936. Asa result, 
the statute was amended to permit national securities exchanges, upon 
application to and approval of the Commission, to have unlisted trading 
privileges in a security duly listed and registered on any other national 
securities exchange.'* 

This 1936 amendment permitting unlisted trading in so-called dually 
listed issues under terms and conditions prescribed by the Commission has 
increased the volume of transactions on the regional exchanges located out- 


11 Form of this agreement is printed and available from the Exchange on request. 
In substance, many of these covenants have existed since long before there was an SEC. 


12 [bid. 
18 This is now called the American Stock Exchange. 
14 49 Stat. 1375 (1936), 15 U.S.C. § 78/(f) (1958). 
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side of New York City. Midwest Stock Exchange reversed its policy re- 
garding unlisted trading some years ago and now has granted unlisted 
trading privileges to certain issues which are fully listed on the New York 
Stock Exchange. The Midwest Stock Exchange confines unlisted trading 
privileges to common stock issues in which public distribution and public 
trading volume in the vicinity of the Exchange indicate reasonable expecta- 
tion that an active auction market will exist. 

Midwest Stock Exchange has broad power to suspend trading and to 
delist a security.15> Upon occasion immediate suspension is called for to cope 
with a disorderly market in a security and now and then to meet temporary 
or even lasting factual situations pertaining to the issuer’s financial condition 
or otherwise. Rules of the Exchange provide that securities may be sus- 
pended from dealings by action of the Board of Governors or by the Presi- 
dent. Nothing in the 1934 Act limits the right of a national securities ex- 
change to suspend trading. Situations causing suspension are frequently 
corrected—sometimes in minutes or hours, sometimes in weeks or months— 
and trading may be restored by lifting the suspension. 

Sometimes suspension is preliminary to the permanent cessation of the 
trading privilege by delisting. 

When should a security be delisted? How should the interests of hold- 
ers who previously bought through the facilities of the Exchange be weighed 
against the interests of prospective purchasers who would now employ the 
same facilities unwittingly or by speculative design to acquire the same 
securities? When is a security worthless? 

Often when delisting (or even suspension from trading) is announced 
the issuer and present holders are quick to complain. But for every seller 
there must be a buyer and the Exchange is often the only protector of 
the interests of those who may unwittingly or for speculation buy the 
security which is under a cloud. The listing agreement between the issuer 
and the Exchange provides that the Exchange may at any time for cause it 
deems sufficient suspend trading but that before delisting the issuer is en- 
titled to notice and hearing at the Exchange. The 1934 Act provides that a 
security registered with a national securities exchange may be withdrawn 
or stricken from listing, whether on application of the issuer or the ex- 
change, upon such terms as the Commission may find necessary to impose 
for the protection of investors. Any interested party has a right to be heard 
by the Commission before it gives finality to the application to withdraw 
filed by an issuer or the application to delist filed by an exchange.?® 

The Midwest Stock Exchange requires listed companies and its own 
members to comply with the proxy provisions contained in section 14 of 


15 MSE Rutes XXII(1), (2). 
16 48 Stat. 893 (1934), 15 U.S.C. § 78/(d) (1958). 
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the Securities Exchange Act of 193417 and Proxy Regulation X-14 issued 
by the Securities and Exchange Commission thereunder.'® It also directs 
that its members assist in the dissemination of proxy information thereunder. 


MEMBERSHIP 


An individual applicant for membership in the Midwest Stock Exchange 
must be a male citizen of the United States or Canada and at least twenty-one 
years of age.!® He must satisfy the Exchange at the time of his application 
that his individual liquid net worth is not less than $10,000 over and above 
the cost of the membership.?° A partnership or a corporation may apply for 
a membership and nominate one of its partners or a senior officer, as the case 
may be, as its Exchange representative.?! Originally, only individuals could 
hold Exchange memberships and most memberships are held in the name of 
an individual who registers with the Exchange the partnership or the 
corporation with which he is associated. 

The minimum liquid net worth required for the registration of a 
partnership or a corporation is $25,000.22 However, the Exchange requires 
that net working capital be commensurate with the volume of business done 
by the member, member firm, or member corporation. None of them is 
permitted to incur indebtedness in excess of 15 times his or its liquidating 
net worth. The auditing department of the Exchange in determining net 
worth discounts all assets other than cash. Government securities are dis- 
counted 24% per cent, other securities actively traded on a national securities 
exchange or in the over-the-counter market are discounted 30 per cent; and 
inactive securities, depending on the number of shares held, may be dis- 
counted in greater amount.”* 

The rules of the Exchange require that every member doing business 
with the public file answers to a financial questionnaire at least semi-annually, 
and more often if requested by the Exchange.”* Surprise examinations by 
Exchange auditors are also made periodically to determine compliance with 
Exchange capital requirements, with the rules of the Exchange and regula- 
tions of the Securities and Exchange Commission, and Regulation T of the 
Federal Reserve Board. Members who belong to both the New York and 
Midwest Stock Exchanges are generally examined only by the New York 
Stock Exchange to avoid duplication but on occasion the Midwest Stock 
Exchange makes a separate partial or complete examination of dual members. 


17 48 Stat. 895 (1934), 15 U.S.C. § 78n (1958). 

18 SEC Rule X-14A-1 to 11. Cf. accompanying Schedules 14A and 14B. 
19 MSE Rute I(1). 

2 Id. at (2). 

21 [bid.; MSE Const. art. II, § 2. 

22 MSE Rute /(2). 

23 MSE Rutes XX(2), (6), (8). 

% Td. at (4). 
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The aim of the Exchange is prevention rather than punishment. Over 
the years, including those prior to the establishment of the Securities and 
Exchange Commission, the Exchange’s system of checks and controls has 
been successful in preventing losses to customers. 


Business ConpUCT 


The Exchange does not presume to decide business policies for its 
members but it does exercise supervision over them in many of their 
operations. The rules of the Exchange impose regulation in phases of opera- 
tions almost too numerous to mention,”> but some of those areas of regula- 
tion by the Exchange might be cited. 

The rate of commission charged on transactions made on the Exchange 
is specified by the rules of the Exchange. These are minimum rates and 
are net and free of rebate and allowance.2* Members are prohibited from 
carrying speculative accounts for employees of banks, other members, or 
fiduciary organizations without the written consent of the employer.?? 
The Exchange reserves the right to require that telephone or telegraph 
connections between members and questionable dealers be forthwith termi- 
nated.28 Advertising, physical office connections between firms clearing 
their business through larger firms, and similar matters are subject to Ex- 
change approval.?® Registered representatives are required to pass strict 
examinations to show their ability to engage in the securities business. 

Odd lot dealers and specialists must apply to the Exchange for appoint- 
ment to act as such. They commit themselves to maintain fair and ade- 
quate markets. 

While the Exchange does not guarantee the solvency of any member 
or warrant customer satisfaction with the way he transacts his business, its 
rules afford a great deal of protection. Although the 1934 Act directs the 
Federal Reserve Board to prescribe margin requirements and the amount of 
credit extended, the Commission is the governmental agency designated by 
the act to enforce such provisions. However, the Midwest Stock Exchange, 
like other national securities exchanges, is one of the first lines of enforce- 
ment. The Exchange in the course of its member examinations checks credit 
extensions under Regulation T promulgated by the Federal Reserve Board. 

The securities business is probably subject to more policing than any 
other industry. The Exchange has responded vigorously to its responsibility. 
Generally speaking, its members are believed to have a higher sense of 
business obligation and standard of business conduct than average. But 


*5 MSE Rute XVII. 

26 MSE Rute XXIX(1). 

27 MSE Rute XVII(14). 

*8 MSE Rute XVI(3). 

°9 [bid.; MSE Rutes XXVII(1), (3). 
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human they are and there are occasional falls from grace. What happens in 
those cases? 

Preventative steps taken by the Exchange in the listing of securities, in 
admitting members, and in following up its members by examinations have 
been described in the preceding paragraphs. Strict standards of business 
conduct are required under its constitution and rules. Internal disciplinary 
proceedings are applied.®° 

Any default, misconduct, or other offense alleged to have been com- 
mitted by a member which, by complaint or otherwise, shall come to the 
attention of the Exchange is investigated and a report of the investigation 
made to the President of the Exchange. If in his judgment charges against 
the member are warranted, they are prepared in writing and served on the 
member with a notice of when and where a hearing thereon will be held. 
The accused member has five days to answer. The President of the Exchange 
may try and impose the penalty in minor offenses but trials of more serious 
offenses are had before a Judiciary Committee specially appointed from 
among the membership. The charges are prosecuted by a vice president or 
other officer of the Exchange. Formal rules of evidence are not applied. 
Witnesses may be examined and cross-examined by the prosecuting officer 
and the accused member. The member has the right to. introduce such evi- 
dence as is deemed proper. 

Penalties imposed by either the President or oy the Judiciary Committee 
are subject to review by the Board of Governors. The Board’s decision is 
final. Dependent upon the offense, the penalty may range from a fine to 
suspension or expulsion from membership. 


DisTRIBUTION OF BLocks oF LisTED SECURITIES 


Basically, all transactions by members in securities dealt in on the Ex- 
change should be on the Exchange. From time to time blocks of stock need 
to be sold which are larger than can be sold in the “regular way” in the 
auction market on the Exchange. There are three systems which have been 
developed since the advent of the Securities and Exchange Commission, 
and with its approval, to serve this need.*! They are commonly called: 
(1) exchange distributions; (2) special offerings; and (3) secondary 
offerings. 

Before participating in any of the systems, an Exchange member must 
state the circumstances to the Exchange in writing and receive its per- 
mission. Consent is granted only after the staff of the Exchange has checked 
the “size” of the existing market on the floor of the Exchange with the 


80 See MSE Rute XVII generally for disciplinary procedure. 

81 MSE Rute XXIII. The Midwest Stock Exchange also has available a pamphlet 
entitled An Explanation of Exchange Facilities and Procedures for the Distribution of 
Blocks of Listed Securities. 
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specialist in the particular stock, and in consultation with a governor of the 
Exchange located on the floor has decided that the offering is too large to 
be made without disrupting the normal price. 

In the case of exchange distributions and special offerings, the sell and 
buy orders are filled on the floor of the Exchange. Reasonable special 
commissions are permitted to salesmen or registered representatives of 
member firms and member corporations as an incentive to effect the dis- 
tribution. 

During exchange distributions “regular trading” in the particular stock 
is not suspended but orders and ticker reports are distinctively designated 
as “exchange distribution” transactions, Participants making the offering 
are members, member firms, and member corporations selected by the 
member originating the business. 

Special offerings are publicly announced on the Exchange. Any mem- 
ber, member firm, or member corporation can participate in them on the 
Exchange. Offering is at a fixed price and for the duration of a minimum 
of fifteen minutes and/or until all stock has been sold or the offering 
withdrawn. 

Secondary offerings are made after public announcement on the floor 
of the Exchange and on the ticker and usually after the close of the 
market. Non-members and members may partieipate. Secondary offerings 
are generally made at a fixed price to the customer. 

The laws of economics flow across state and political boundaries. 
Maintenance of a healthy national economy demands that buyers and sellers 
of real estate, chattels, tangibles, and intangibles be brought together. They 
seldom stumble into each other and almost inevitably brokers or similar 
intermediaries develop as specialists in finding a buyer for one who wants 
to sell or a seller for one who wants to buy. 

Thus, the exigencies of disposing of large blocks of listed stocks are 
legally met by techniques developed out of such exigencies. It is to be 
expected that in a free society, business and government will continue to 
solve their other problems as well. 
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FEDERAL SECURITIES ACT—AN 
INTRODUCTION TO JURISDICTION 


BY RAY GARRETT, JR.* 


FEDERAL REGULATION of securities markets on a permanent, peace- 
time basis was one of the first enduring achievements of the New Deal. By 
the spring of 1933, the prolonged stock market slump following the crash 
of 1929, the revelations of the Pecora investigation of Wall Street, and the 
revolutionary atmosphere of the times made it inevitable that something 
drastic would be done in the field. Today, looking back on that turbulent 
period, it seems a remarkable stroke of good fortune that what was done 
took the form that it did and that an essentially conservative philosophy 
prevailed. 

Today certain aspects of the regulatory system are being subjected to 
what promises to be a thorough re-examination, but at least at the time of 
this writing the criticism is being directed only at two aspects—the opera- 
tion of securities exchanges and the over-the-counter market, and the rela- 
tionship of mutual funds to their management companies.’ No serious chal- 
lenge has yet been raised to the fundamental basis of the system with respect 
to the distribution of securities, namely, the philosophy of full disclosure 
and freedom of choice. 

Adherence to that philosophy is the primary aspect of federal securities 
regulation in contrast to many state securities laws, including that of Illinois. 
Blue-sky laws began in Kansas as a farmer’s revolt against the East and the 
“city slicker,” 2 to protect the innocent country boy from being taken in 
by the sharp securities drummer. Much blue-sky law still carries that flavor. 
It is frankly parental in attitude and intentions, ‘and blue-sky laws in many 
cases give the state securities administrator a degree of power and discretion 
which would seem shockingly intolerable in a federal official. 

Of course the federal and state situations are not the same, principally 
because the jurisdiction of any single state is limited and because there is 
a marked lack of consistency among the states as to statutory provisions, 
policy, and tradition. Thanks to this diversity, almost any security can be 
sold somewhere, at least if the facts concerning it are adequately disclosed, 
and many of the more important offerings (e.g., those of listed securities) 


* RAY GARRETT, JR. B.A. 1941, Yale University; LL.B. 1949, Harvard 
Law School; member of the firm of Gardner, Carton, Douglas & Chil- 
gren, Chicago, Illinois. The author gratefully acknowledges the assist- 
ance of his associate, Mr. Thomas Arthur. 


1Statement of William L. Cary, Chairman of the Securities and Exchange Com- 
mission, Before a Subcommittee of the House Committee on Interstate and Foreign Com- 
merce. Wall St. J., June 28, 1961, p. 3, cols. 1-2. 


2Loss & Cowett, Biue Sky Law 7 (1958). 
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are exempt from blue-sky laws in many states, so that, viewed nationally, 
corporate financing still retains a large amount of freedom.* The situation 
would be quite different if a federal administrator were empowered to deny 
registration because he believed an offering was inequitable or would con- 
stitute an imposition upon the purchasers. 

When the first of the federal securities laws, the Securities Act of 
1933, was being drafted, the rival philosophy to that of disclosure was not 
so much parental as socialistic. One of the chief draftsmen of the act, Mr. 
James M. Landis, has recently described how it came about.4 


“As the criticism [of the stock market] mounted, doubts as to the 
value of the very system of private enterprise were generated, and a 
wide demand was prevalent for the institution of procedures of gov- 
ernmental control that would in essence have created a capital issues 
bureaucracy to control not only the manner in which securities could 
be issued but the very right of any enterprise to tap the capital market.” 


In his message to Congress on March 29, 1933, President Roosevelt, how- 
ever, plunked strongly for the disclosure philosophy: 


““Of course, the Federal Government cannot and should not take 
any action which might be construed as approving or guaranteeing that 
newly issued securities are sound in the sense that their value will be 
maintained or that the properties which they represent will earn a profit. 

“There is, however, an obligation upon us to insist that every issue 
of new securities to be sold in interstate commerce shall be accompanied 
by full publicity and information, and that no essentially important ele- 
ment attending the issue shall be concealed from the buying public.’ ” 


Nevertheless, the first draft of a bill, by a former member of the Federal 
Trade Commission, was inconsistent with the President’s message and pro- 


3 An examination of the various blue-sky laws might lead an inexperienced person 
to conclude that a nationwide distribution of an issue of securities is utterly impossible. 
Such a conclusion, however logical, must be classed with the mathematical proof that 
a bee cannot fly. In practice such issues are marketed almost every day, and in most 
cases a satisfactory coordination is achieved between registration under the federal law 
and compliance with the many state laws. This is principally a tribute to the pragmatic 
reasonableness of many blue-sky commissioners—not to the laws themselves. In recent 
years, however, California in particular has been moving increasingly in a direction 
which is incompatible with a federal system. The California Corporations Commissioner 
has, for example, denied registration of a rights offering of new stock to its California 
stockholders where the corporation had outstanding debentures with a maturity in 
excess of 15 years. Presumably it was not “fair, just, and equitable” to offer such stock. 
This tendency to impose ex post facto financial regulation on every corporation with 
California stockholders, if constitutional, must ultimately lead to federal pre-emption. 
California is considering a new law. See Edwards, California Measures the Uniform 
Securities Act Against Its Corporate Securities Law, 15 Bus. Law. 814 (1960). But it 
failed to get out of committee in the 1961 legislature. See Cowett, Developments in 
State Regulation of Securities, 16 Bus. Law. 897 (1961). 

*Landis, The Legislative History of the Securities Act of 1933, 28 Gro. Wasn. L. 
REv. 29, 30, 31, 34 (1959). 
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vided “ ‘that the Commission [the Federal Trade Commission] may revoke 
the registration of any security by entering an order to that effect, if upon 
examination . .. it shall appear .. . (e) that its [sic] or their affairs are in 
unsound condition or insolvent; or (f) that the enterprise or business of 
the issuer, or person, or the security is not based upon sound principles, and 
that the revocation is in the interest of the public welfare.’”’ Landis then 
relates how, at the suggestion of the then Professor Felix Frankfurter, he 
was asked to come to Washington, how he joined forces with Messrs. Ben- 
jamin V. Cohen and Thomas G. Corcoran, and how they produced a 
revised draft which, with many revisions, ultimately was enacted. 


“Our draft remained true to the conception voiced by the Presi- 
dent in his message . .., namely that its requirements should be limited 
to full and fair disclosure of the nature of the security being offered 
and that there should be no authority to pass upon the investment 
quality of the security. This, of course, is the theory of the English 
Companies Act... .” 


There is much more to the story, naturally, and many other persons had 
a hand in the final product,® but the major crisis was passed. It is important 
to remember this bit of history and to be aware of the temptation to undo 
the good work. The disclosure philosophy has served us well for over 
twenty-seven years, through depression and hot and cold war. It is 
demonstrably a satisfactory basis for regulation through periods of adversity. 
The ironic question for the future is whether it can serve equally well 
through a prolonged bull market and inevitable “readjustments.” 

During depressed periods persons tend to buy with caution. Indeed, 
through the 1930’s the general shock of the great stock market crash was 
so heavy on the land that unsophisticated investors were largely out of the 
market. Defenses against getting burned again were so strong that frauds 
were difficult to perpetrate. Even the soundest equity securities were hard 
to sell. Today, after years of rising markets and the coming of age of a 
generation with no clear personal memory of 1929, defenses are down. In 
place of a general attitude of caution and even suspicion towards all stocks, 
there has grown up the assumption that rising prices are normal and that 
the more obscure and exotic the company, the more attractive the stock. 
Persons who, fifteen years ago, could scarcely be persuaded by their best 
friend to buy the bluest of blue chips, have in recent years been persuaded 
by complete strangers over long distance telephone to take money out of 
saving accounts and buy stocks in companies with such unlikely names as 


5 See, e.g., Loss, SEcuRITIES REGULATION 121-28 (2d ed. 1961) [hereinafter cited as 
Loss]; McCormick, UNDERSTANDING THE Securities Act AND THE S.E.C. (1948); Dean, 
Book Review, 50 Micu. L. Rev. 1388 (1952); Cohen, Federal Legislation Affecting the 
Public Offering of Securities, 28 Gro. Wasu. L. REv. 119 & n. 26 (1959), 
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Great Sweet Grass Oils.* Securities frauds are evidently a function of pros- 
perity. 

But the basic legislative concern is not limited to the problem of fraud. 
While serious, fraud is also chronic, and there is no question about the ade- 
quacy of our substantive laws on the subject—at least when fraud is used 
in the sense of false information. There is only a question of the adequacy 
of our enforcement measures. The more difficult problem concerns matters 
of fairness and reasonableness when the factual information is truthful and 
fully available. Today persons of modest means have used money that prob- 
ably ought to be in savings bonds to buy new shares in unknown and un- 
seasoned companies in currently glamorous industries for prices upwards of 
fifty times earnings (or infinitely times earnings where there have been 
none). If these persons later find themselves much poorer, either because 
the company does not increase its earnings or because, even if it does, the 
general market psychology has changed so as to value such shares at a mere 
twenty times earnings, will such persons be satisfied with the present answer 
of our federal securities laws, namely, that the facts were available and they 
took their own chance on their own responsibility? Or will there be a 
flood of pitiful and indignant letters to Congressmen demanding that the 
government do something? The disclosure philosophy is grounded on the 
proposition that the economy and democracy are best served when invest- 
ment decisions are left to the informed judgment of the individual investor. 
Such a proposition, like most aspects of a free society, requires individual 
fortitude, both in willingness to take the responsibility and in willingness 
to accept the consequences of a wrong guess. The system is severely 
strained when too many go too far in the same direction at the same time, 
just as the Prohibition Party might suddenly become strong if half of the 
population decided to get drunk on the same night. 


FEDERAL SECURITIES LAWs 


The two fundamental laws of general application are the Securities Act 
of 1933 7 and the Securities Exchange Act of 1934.8 In broad outline the first 
of these governs the process of the distribution of securities to the public; 
the second governs the process of trading in securities, including the opera- 
tion of national securities exchanges. The Securities Act of 1933 was orig- 
inally administered by the Federal Trade Commission. The Securities and 
Exchange Commission (SEC) was created and given the administration of 
both acts by the Securities Exchange Act of 1934. Both acts were products 
of the early days of Roosevelt’s first administration. The Securities Exchange 
Act of 1934 grew directly out of the Pecora investigations of Wall Street— 


® SEC Securities Exchange Act Release No. 5483, April 8, 1957 (CCH Fen. Sec. 
L. Rep. 4 76516); Bart, A Warning to Wall Street Amateurs, Harpers, July 1961, p. 21. 


748 Stat. 74 (1933), as amended, 15 U.S.C. §§ 77a-aa (1958). 
8 48 Stat. 881 (1934), as amended, 15 U.S.C. $$78a-jj (1958). 
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so called because of the chief counsel of the congressional committee con- 
cerned.® In their scope and exclusions and exemptions they reflect not only 
the power of various lobbies but also what now seems like a certain constitu- 
tional timidity—the full range of the interstate commerce clause had not 
yet been exploited and sustained.!° 

In subsequent years there have been added to the jurisdiction of the 
SEC the following acts: the Public Utility Holding Company Act of 1935," 
the Trust Indenture Act of 1939,!2 the Investment Company Act of 1940,'* 
Investment Advisers Act of 1940,!4 and certain responsibilities under chap- 
ter X of the Bankruptcy Act. All of these acts, except the Investment Ad- 
visers Act,!® have been of immense significance in their fields. The saga of 
the Public Utility Holding Company Act of 1935 is especially full of blood 
and thunder and outstanding achievement, involving, as it did, the reorgani- 
zation of a large part of the electric and gas utility industries. For many 
years its administration was the principal occupation of the SEC. The In- 
vestment Company Act of 1940 is of rapidly increasing significance, as the 
mutual fund component of the regulated industry has continued to mush- 
room and certain problem areas have been exposed.'7 

There are other federal statutes affecting the issuance of securities in 
particular fields, e.g., the Interstate Commerce Act,!* the Federal Power 


®Loss 119-21. 

10 For example, the Securities Act of 1933 is replete with reference to the require- 
ment of the use of “any means or instruments of transportation or communication in 
interstate commerce or of the mails” (in SEC parlance, often shortened to “jurisdictional 
means”). It has proved in practice very difficult to effect securities transactions without 
the use of such means, and the courts as well as the SEC have been generous in finding 
their presence. See Loss 207-12. Nevertheless the jurisdictional requirement must be 
met, and occasionally a fraud artist escapes federal prosecution on that ground. Cf. 
Investment Company Act of 1940, 54 Stat. 789 (1940), as amended, 15 U.S.C. §§ 80a-1 
to -52 (1958), by which time the draftsmen were much surer of their constitutional 
underpinnings. 

11 49 Stat. 838 (1935), as amended, 15 U.S.C. §§ 79-79z—6 (1958). 

12 $3 Stat. 1149 (1939), as amended, 15 U.S.C. §§ 77aaa-bbbb (1958) 

13 54 Stat. 789 (1940), as amended, 15 U.S.C. §§ 80a—1 to —52 (1958). 

1454 Stat. 847 (1940), as amended, 15 U.S.C. §§ 80b—1 to —21 (1958). 

15 §2 Stat. 883 (1938), as amended, 11 U.S.C. §§ 501-676 (1958). 

16 This act acquired some teeth when Congress finally enacted an amendment 
which the Commission had sponsored. 74 Stat. 885 (1960). The Commission has already 
used its new authority with regard to: information required from new registrants (Rule 
204-1, 17 C.F.R. § 275.204-1 (Supp. 1961); Form ADV and ADV-SUP, 17 C.F.R. § 279 
(Supp. 1961); SEC Investment Advisers Act Release No. 112, Feb. 3, 1961), books and 
records to be kept by registered investment advisers (Rule 204-2, 17 C.F.R. § 275.204-2 
(Supp. 1961); Investment Advisers Act Release No. 114, May 25, 1961), and advertising 
practices (Rule 206(4)-1, 26 Fep. Rec. 5002 (1961); SEC Investment Advisers Act Re- 
lease No. 113, Apr. 4, 1961, CCH Fen. Sec. L. Rep. 4 76756; SEC Investment Advisers 
Act Release No. 119, Aug. 8, 1961). 

17 See the remarks of Chairman Cary Before the House Subcommittee, Wall St. J., 
June 28, 1961, p. 3, col. 1. 

18 41 Stat. 494 (1920), as amended, 49 U.S.C. § 20a (1958). 
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Act,!® and the National Bank Act.?° Not all regulatory acts, however, in- 
clude financial regulation, e.g., the Civil Aeronautics Act *! and the Federal 
Communications Act.?? There is some difference, of course, between finan- 
cial regulation aimed at protecting the financial soundness of the issuer and 
securities regulation aimed only at insuring fairness or full disclosure to the 
investor. The regulatory acts—excluding the Securities Act of 1933 and 
the Securities Exchange Act of 1934—are of the former type. It is interesting 
that under the federal system the only securities which are exempt from regis- 
tration under the Securities Act of 1933, because their issuance is subject to 
regulatory approval of another federal agency, are those of state and national 
banks, building and loan associations and similar institutions, and carriers 
subject to section 20a of the Interstate Commerce Act.?? State blue-sky 
laws are generally much broader in their exemptions on this basis.?4 

A substantial and growing body of literature has developed describing 
and commenting upon the SEC and the acts which it administers.25 The 
lawyer who would be fully informed on the whole field has much to read 
and study. The first concern of the business lawyer, however, is likely to 
be that of jurisdiction—when does the Federal Securities Act of 1933 apply 
to a securities transaction? The remainder of this article will be limited to 
that question, with emphasis on an effort to make the federal law as clear 


19 49 Stat. 850 (1935), as amended, 16 U.S.C. § 824c (1958). 

20 Rev. Stat. § 5133 (1875), as amended, 12 U.S.C. §§ 51-67 (1958). 

2152 Stat. 977 (1938), as amended, 49 U.S.C. §§ 401-722 (1958). 

22 48 Stat. 1064 (1934), as amended, 47 U.S.C. §§ 151-609 (1958). 

23 Securities Act of 1933, §§ 3(a)(2), (5), (6), 48 Stat. 75-76 (1933), 15 U.S.C. 
§§ 77c(a) (2), (5), (6) (1958). 

24 F.g., Ill. Securities Law of 1953, § 3E, Int. Rev. Stat. c. 121%, § 137.3E (1961). 

25 Loss’s treatise, now in a second edition of 3 volumes, is the basic and indispensable 
work in this field. The other general treatise is McCormick, op. cit. supra note 5. The 
Commission distributes a pamphlet designed principally for laymen, The Work of the 
Securities and Exchange Commission, the latest edition of which is that of April 1961. 
The Commission also submits an annual report to Congress, copies of which may be 
purchased from the United States Government Printing Office, Washington 25, D.C., 
for $1.00 (paper cover). Each annual report in recent years has been available in 
January for the fiscal year ending the previous June 30 and contains descriptions of 
major developments along with much statistical data. The 25th annual report, for the 
year ending June 30, 1959, includes “A 25 Year Summary of the Activities of the Securi- 
ties and Exchange Commission.” The Secretary of the Commission prepares a daily 
News Digest which describes registration statements filed and current actions of the 
Commission. The daily digest may be obtained from the Superintendent of Documents, 
U.S. Government Printing Office, Washington 25, D.C., for $15.00 per year. The daily 
digests are accumulated and republished weekly and may be obtained at no cost from 
the Publications Unit of the Commission. The Commission’s 25th anniversary was the 
occasion for considerable writing of a general survey character. The October 1959, 
issues of the George Washington Law Review and the Virginia Law Review were de- 
voted wholly to the Commission and its activities. Both are valuable additions to any 
library. See also Dean, Twenty-Five Years of Federal Securities Regulation by the 
Securities and Exchange Commission, 59 Cotum. L. Rev. 697 (1959). 
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and understandable as possible to the lawyer not immersed in its peculiar 
jargon and lore. 
Securities Acr oF 1933 


This is the basic federal law governing the public distribution of securi- 
ties. The legislative technique employed is that of registration, that is to 
say, all sales of securities are unlawful unless they first have become subject 
to effective registration with the SEC, or unless either the securities them- 
selves or the particular transaction in which they are sold are exempt from 
the registration requirement. Important legal and practical consequences 
flow from registration, including the requirements for a satisfactory pros- 
pectus and for its delivery, liabilities for its incompleteness or inaccuracy, 
and the jurisdictional leverage of the SEC through its power to deny or 
revoke the effectiveness of registration. Except for two sections which apply 
regardless of registration,”® the provisions of the act relate to what must be 
registered and to the processes and consequences of registration. 

Logically, analysis of the question of whether registration is required 
in a particular case should begin with the determination of whether the 
object of sale is a security for purposes of the act. The definition in sec- 
tion 2(1), like that of most blue-sky laws, attempts to be comprehensive 
enough so that the act cannot be evaded merely by nimble labelling of the 
interests being sold.27_ The legislative intent is to get at the substance and 


26 Sec. 12(2) creates liability for the sale of any securities by the use of jurisdic- 
tional means “by means of a prospectus or oral communication, which includes an untrue 
statement of a material fact or omits to state a material fact necessary in order to make 
the statements, in the light of the circumstances under which they were made, not mis- 
leading. . . .” Sec. 17(a) provides that “it shall be unlawful for any person in the offer 
or sale of any securities by [jurisdictional means] . .. (1) to employ any device, scheme, 
or artifice to defraud, or (2) to obtain money or property by means of any untrue 
statement of a material fact or any omission to state a material fact ..., or (3) to 
engage in any transaction, practice, or course of business which operates or would 
operate as a fraud or deceit upon the purchaser.” Sec. 17(c) specifies that the exemp- 
tions in § 3 do not apply to § 17. The exemptions in § 4 are expressly stated to be 
exemptions from § 5, i.e., from registration, not from the act generally. The exemptions 
in §§ 3 and 4 are discussed below. 

Despite the central importance of the question of registration or exemptions there- 
from under the federal securities laws, counsel should bear in mind the breadth of 
§§ 12(2) and 17, plus the general anti-fraud provisions of Rule 10b-5 adopted pursuant 
to § 10(b) of the Securities Exchange Act of 1934. Rule 10b-5 applies to purchases as 
well as sales and thus relates, among other things, to tender offers. These provisions 
were intended to switch the burden from the defendant to the plaintiff in an action 
for rescission based on fraud or misrepresentation, and they do just that. In the SEC’s 
opinion they also apply to the solicitation of a proxy to vote on a recapitalization, on 
the theory that a sale is involved. But see Sawyer v. Pioneer Mill Co., 190 F. Supp. 21 
(D.C. Hawaii 1960). There is pending an appeal in the Ninth Circuit and the Com- 
mission has authorized its General Counsel to file a brief as amicus curiae. 

27 Thomas B. Hart, Regional Administrator of the SEC’s Chicago office, tells of 
a real estate trust organized on Chicago’s South Side some years back, where the cer- 
tificates of beneficial interest being peddled bore the legend, “This certificate is not a 
security because it partakes of the sanctity of a trust.” The legend was not legally 
conclusive. 
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not the form, but the draftsmen did not attempt really to isolate the essential 
characteristics which distinguish a “security” from other transferable legal 
interests. Instead, section 2(1) lists many things which are securities for 
this purpose and then adds “or, in general, any interest or instrument com- 
monly known as a ‘security.’ ” 

It is clear that “security” means the legal interest and not the piece of 
paper, if any. This is so obviously necessary for the legislative purpose that 
any lawyer would be confident of such a result without even reading the 
statute. The point is mentioned only because a certain cast of lay mind 
becomes fascinated at the thought of avoiding legal responsibilities and con- 
sequences by not putting them on paper.?® Unfortunately, our customary 
use of terms does not encourage us to keep distinct the legal interest from 
the paper evidence; in fact, the Negotiable Instruments Law and the Uni- 
form Stock Transfer Act rather encourage confusion in this regard.?® 

The cases on the definition of security which have provoked the most 
interesting judicial discussions have been those where the attempt has been 
made to avoid the act by selling interests in property, as in the celebrated 
orange grove case where small pieces of a single grove were offered for sale 
along with management contracts. The Supreme Court held that, although 
title to real estate was actually conveyed, a security in the form of an in- 
vestment contract was involved.®° 

Assuming that a security is involved and that it is to be sold,®! section 5 
of the act states baldly that the sale or offering for sale will be unlawful 


28 One is reminded of the old story of the professor in the first-year property 
class. After putting a case involving interests in an automobile he asked, “Now, where 
is the title?,” and the eager student replied, “Probably in the glove compartment.” 

2°The inadequacy of our terms becomes especially evident in an offering of 
warrants. There is no settled usage as to whether “warrant” means the right to purchase 
one share, the right to purchase any number of shares held by one person, or the 
certificate evidencing the right to purchase one or more shares. One resourceful 
counsel invented the term “warrant unit” as the right to buy one share and provided 
that a certificate could evidence one or more units. 

30SEC v. W. J. Howey Co., 328 U.S. 293, 66 Sup. Ct. 1100 (1946); Loss 455-511. 
See also Los Angeles Trust Deed & Mortgage Exchange v. SEC, 285 F.2d 162 (9th Cir. 
1960); Pasquesi, The Expanding “Securities” Concept, 49 It. B.J. 728 (1961). 

31 “Sale,” “sell,” “offer to sell,” “offer for sale,” “offer,” and “offer to buy” are de- 
fined in § 2(3). The act seeks to frustrate evasion through reliance on the close distinc- 
tions of the common law of sales and contracts by, among other things, extending the 
meaning of “offer to sell” to include “solicitation of an offer to buy.” Loss 512-46. The 
most troublesome problem with respect to the meaning of “sale” and its derivatives has 
concerned the solicitation of votes to approve mergers and consolidations and the subse- 
quent exchange of shares. The Commission decided very early that a statutory merger or 
consolidation did not involve a sale of securities because the shareholders, when voting, 
were acting in their quasi-legislative capacity, and after the vote had carried, the exchange 
of shares was no longer voluntary. See National Supply Co. v. Leland Stanford Jr. Uni- 
versity, 134 F.2d 689 (9th Cir. 1943), cert. denied, 320 U.S. 773, 64 Sup. Ct. 77 (1943). 
Largely because of more recent use of the so-called “no-sale theory” as an evasive device, 
the SEC has backtracked by denying the no-sale theory while adopting a limited no-sale 
rule. See SEC Securities Act Rule 133, 17 C.F.R. § 230.133 (Supp. 1961); SEC Securi- 
ties Act Release No. 3965, Sept. 15, 1958 (CCH Fen. Sec. L. Rep. ¥ 76609); SEC Securities 
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unless it is registered. But section 5 is qualified by the exemptions in sec- 
tions 3 and 4. Until one grasps that the act does not specify what has to 
be registered but rather what does not have to be registered and that the 
heart of the act for this purpose lies in sections 2, 3, and 4, the act will 
remain a most abstruse piece of legislation. To cite the simplest, and cus- 
tomary, illustration, if an ordinary investor wishes to sell his 100 shares of 
General Motors common stock, section 5, standing alone, would require an 
effective registration statement. This is not required (assuming no com- 
plications) because section 4(1) exempts “transactions by any person other 
than an issuer, underwriter, or dealer.” 

To carry the illustration further, suppose that, instead of General 
Motors, the stock to be sold is shares of X Corp. and the selling shareholder 
is Mr. X, its principal shareholder and chief executive officer. Would the sale 
still be exempt from registration as required by section 5 because of the 
quoted provision of section 4(1)? The answer requires reference to the 
statutory definitions of “issuer,” “underwriter,” and “dealer.” “Issuer” is 
defined in section 2(4) and, as one might expect, it does not include Mr. X. 
“Underwriter” is defined in section 2(11) and is stated to mean “any person 
who has purchased from an issuer with a view to, or offers or sells for an 
issuer in connection with, a distribution of any security.” If we assume 
that Mr. X originally bought for investment, having founded the corpora- 
tion, has held his stock for a substantial period, and is selling for his own 
benefit entirely, Mr. X is not an underwriter. However, the last sentence 
of section 2(11) adds to the definition of “underwriter”: 


“As used in this paragraph the term ‘issuer’ shall include, in addi- 
tion to an issuer, any person directly or indirectly controlling or con- 
trolled by the issuer, or any person under direct or indirect common 
control with the issuer.” 


Mr. X by our assumed facts is a controlling person with respect to 
X Corp. If Mr. X sells his shares directly to other investors, his sales would 
still be exempt under section 4(1) because they would be sales by a person 
other than an “issuer, underwriter, or dealer.” But suppose Mr. X goes to 
Y & Co., an investment banking and securities brokerage firm, to make the 
distribution of his shares. Whether Y & Co. purchases for public resale or 
simply places sell orders and finds buyers as agent or broker, so long as the 
transaction amounts to a “distribution,” * Mr. X, being a controlling person 


Act Release No. 4077, May 4, 1959 (CCH Fen. Sec. L. Rep. 9 76653); SEC Securities 
Act Release No. 4115, July 15, 1948; Loss 518-42; Sargent, A Review of the “No-Sale” 
Theory of Rule 133, 13 Bus, Law. 78 (1957); Throop, In Defense of Rule 133—A Case 
for Administrative Self-Restraint, 13 Bus. Law. 389 (1958); Orrick, Registration Prob- 
lems Under the Federal Securities Act—Resales Following Rule 133 and Exchange 
Transactions, 10 Hast. L. J. 1 (1958). Despite the asserted abandonment of the no-sale 
theory, the SEC has recently refused to apply the benefits of Rule 133 to a merger 
where the agreement required the unanimous consent of the shareholders of the con- 
stituent corporation. This result can be justified only in terms of the theory. 

82 “Distribution” for this purpose is practically synonymous with “public offering.” 
See the later discussions of “private placements.” 
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of the issuer (X Corp.), has become himself an “issuer” for the limited pur- 
pose of making Y & Co. a “person who has purchased from an issuer with 
a view to, or offers or sells for an issuer in connection with, the distribution” 
of the X Corp. shares. 

Returning to section 4(1), the sale of X Corp. shares through Y & Co., 
either as principal or agent, is no longer a transaction “by any person other 
than an issuer, underwriter, or dealer” because Y & Co. has become an 
underwriter within the definition of section 2(11) (ordinarily referred to as 
“statutory underwriter’), and the shares must be registered before sale— 
unless some other exemption is available. 

Ignoring the unlikely possibility that X Corp. shares are exempt securi- 
ties under one of the provisions of section 3, the only likely possibility for 
avoiding the registration of the public sale of shares by Mr. X through 
Y & Co. appears to lie in section 4(2), which provides that section 5 does 
not apply to “brokers’ transactions, executed upon customers’ orders on any 
exchange or in the open or counter market, but not the solicitation of such 
orders.” Is the sale through Y & Co. thus exempt from registration, despite 
the fact that Y & Co. is a statutory underwriter, provided that Y & Co. 
acts only as broker and did not solicit the sell order from Mr. X? An 
affirmative conclusion would have been reasonable prior to 1946, when the 
SEC came to the opposite result in Ira Haupt & Co.** In its opinion, the 
Commission examined the act and the House Reports on the bill which be- 
came the act, and concluded that section 4(2) was intended to be consistent 
with the general intent of the Securities Act of 1933 to regulate the dis- 
tribution of securities to the public, and not to regulate trading in out- 
standing securities. “We conclude,” the Commission stated, “that Section 
4(2) cannot exempt transactions by an underwriter executed over the 
Exchange in connection with a distribution for a controlling stockholder.” 
If a distribution is involved, the transactions involved are not “brokers’ 
transactions,” even though Y & Co. is acting as broker in the sense of selling 
as agent and not purchasing and reselling as principal. 

Besides spreading widespread consternation, the Ira Haupt & Co. case 


33 23 SEC 589 (1946). The SEC publishes its formal decisions and reports in a 
separate series of volumes printed by the Government Printing Office. Each such docu- 
ment appears first as a “release,” and the Commission numbers each release by series 
according to the act involved. Since the Ira Haupt © Co. case was a proceeding to 
suspend that company from registration as a broker-dealer under the Securities Ex- 
change Act of 1934 for willful violation of § 5 of the Securities Act of 1933, the opinion 
first appeared as SEC Securities Exchange Act Release No. 3845. The publication of 
the printed, bound volumes of decisions and reports has run as much as several years 
behind, depending largely on the willingness of Congress to appropriate funds for the 
purpose. Prior to its appearance in a bound volume of the “reports,” SEC decisions 
are referred to by release numbers. In addition, Commission orders and proposed rule 
adoptions and other formal matters receive release numbers but are not included in 
the bound reports. Commerce Clearing House, as part of its Federal Securities Law 
Reporter, also reprints the more important releases shortly after they become available 
and assigns them its own paragraph numbers. 
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raised a serious practical question. How was a brokerage house to know 
when it was participating in a distribution rather than ordinary trading, 
assuming it knew that its selling customer was a controlling person? ** 
After some years, the SEC adopted Rule 154,*° setting forth a rule of thumb 
as a guide. To complete the picture, Rule 154 in its present form is set forth 
in the footnote.3¢ 


84“Controlling person” here is inexact shorthand for the full statutory phrase, 
“directly or indirectly controlling or controlled by the issuer, or any person under 
direct or indirect common control with the issuer.” In SEC parlance this is usually 
shortened to “person in a control relationship” with the issuer. The act does not 
define “control.” The Commission has defined it in Rule 405 as “possession, direct, or 
indirect, of the power to direct or cause the direction of the management and policies 
of a person, whether through the ownership of voting securities, by contract, or other- 
wise.” Strictly speaking this definition applies only to the use of the term in the 
requirements for disclosures in a registration statement. As Cohen, supra note 5, at 129 
n. 32, observes: “Many knotty problems arise in reaching conclusions whether a control 
relationship does in fact exist.” 


9517 C.F.R. § 230.154 (Supp. 1961). The SEC numbers separately each series of 
rules according to the act under which they are adopted. Until a few years ago, rules 
under the Securities Act of 1933 had no prefix, and rules under the Securities Exchange 
Act of 1934 had the prefix “X.” In 1957 the rules were given official designations to 
fit into the Code of Federal Regulations. The numbers “230” designate rules under the 
Securities Act of 1933. Rules under the Securities Exchange Act of 1934 carry the 
code prefix “240” and, except for a few of general application, are numbered so as to 
indicate the applicable section of the act. Accordingly, the famous Rule X-10B-5, 
concerning the employment of manipulative and deceptive devices, is adopted under 
§ 10(b) of the act and is now properly cited as 17 C.F.R. §§ 240.10b-5 (1949). This 
sort of “reform” (imposed by the Bureau of the Budget) delights a certain kind of 
mind but so far has resulted only in minor confusion for a generation of practitioners. 
Maybe the day will come when someone will search the Code of Federal Regulations 
to find an SEC rule, but it seems unlikely. Meanwhile a very handy and familiar system 
has been spoiled. 


36 “Rule 154. Definition of certain terms used in section 4(2). 

“(a) The term ‘brokers’ transactions’ in section 4(2) of the act shall be deemed 
to include transactions by a broker acting as agent for the account of any person con- 
trolling, controlled by, or under common control with, the issuer of the securities which 
are the subject of the transactions where: 


“(1) The broker performs no more than the usual and customary broker’s 
function, 

“(2) The broker does no more than execute an order or orders to sell as a broker 
and receives no more than the usual or customary broker’s commission, and the broker’s 
principal, to the knowledge of the broker, makes no payment in connection with the 
execution of such transactions to any other person, 

“(3) Neither the broker, nor to his knowledge his principal, solicits or arranges 
for the solicitation of orders to buy in anticipation of or in connection with such 
transactions, and 

“(4) The broker is not aware of circumstances indicating that his principal is an 
underwriter in respect of the securities or that the transactions are part of a distribution 
of securities on behalf of his principal. 

“(b) For the purpose of paragraph (a) of this section, the term ‘distribution’ 
shall not apply to transactions involving an amount not substantial in relation to the 
numbers of shares or units of the security outstanding and the aggregate volume of 
trading in such security. Without limiting the generality of the foregoing, the term 
‘distribution’ shall not be deemed to include a sale or series of sales of securities which, 
together with all other sales of securities of the same class by or on behalf of the same 
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The nub of the rule is that, if all of the other qualifications are met, 
and assuming that the shares of X Corp. are not listed on any securities ex- 
change, Y & Co. can sell Mr. X’s shares without registration if the 100 shares 
to be sold plus all other sales of X Corp. shares made by or on behalf of 
Mr. X within the preceding six months, will not exceed one per cent of the 
total outstanding shares of X Corp. Even then, if there is no existing market 
for the shares, Y & Co. may be in trouble, because the exemption in section 
4(2) does not extend to the “solicitation of such orders,” and paragraph (c) 
of Rule 154 says this means, in effect, that the exemption permits the 
solicitation of orders to sell the security (i.e., Y & Co. can solicit Mr. X’s 
sell order without losing the exemption) but not the solicitation of orders 
to buy the security. If there is no active market for X Corp. shares, Y & Co. 
can hardly accomplish the sale without soliciting orders to buy, thus losing 
the exemption. 

While this last result may seem unreasonable, it does conform to the 
SEC’s view of the purpose of the act, namely, that the initial public distribu- 
tion of previously closely held stock was never intended to be exempt from 
registration on the ground of “brokers’ transactions”—at least where the 
distribution is being made by the issuer or by a controlling person, who is 
presumably in the position to effect registration. Only where there is an 
existing market can a broker accept a sell order from a controlling person 
in reliance on the trading theory. Even then, if the market is over-the- 
counter, a difficult problem is raised by the necessity to avoid the solicita- 
tion of purchases.37 There remains, however, the anomaly that Mr. X can 


person within the preceding period of six months, will not exceed the following: (1) If 
the security is traded only otherwise than on a securities exchange, approximately one 
percent of the shares or units of such security outstanding at the time of receipt by the 
broker of the order to execute such transactions or (2) if the security is admitted to 
“ trading on a securities exchange the lesser of approximately (i) one percent of the 
shares or units of such security outstanding at the time of receipt by the broker of the 
order to execute such transactions or (ii) the largest aggregate reported volume of 
trading on securities exchanges during any one week within the four calendar weeks 
preceding the receipt of such order. 

“(c) The term ‘solicitation of such orders’ in section 4(2) of the act shall be 
deemed to include the solicitation of an order to buy a security, but shall not be 
deemed to include the solicitation of an order to sell a security. 

“(d) Where within the previous 60 days a dealer has made a written bid for a 
security or a written solicitation of an offer to sell such security, the term ‘solicitation’ 
in section 4(2) shall not be deemed to include an inquiry regarding the dealer’s bid or 
solicitation.” 

37 The Commission once expressed doubt whether the brokers’ exemption could 
ever be available over-the-counter. The present form of Rule 154, however, clearly 
contemplates that it might apply to such cases. See Loss 700 n. 169; see also Halleran & 
Calderwood, Effect of Federal Regulation on Distribution of and Trading in Securities, 
28 Geo. Wasu. L. Rev. 86, 107 (1959): “However, since the rule [Rule 154] is not avail- 
able where the broker has solicited offers to purchase the securities, its availability for 
transactions in the over-the-counter market may be limited or doubtful, by reason of the 
mechanics of that market.” 
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avoid the requirement for registration if he sells directly without the use of 
a broker. 

Unquestionably, in quantitative terms the first clause of section 4(1) is 
the most important exemption from section 5. There are, however, many 
other exemptions of substantial significance. Assuming the object of a trans- 
action is a security and that the security is to be sold, the exemptions avail- 
able are of two categories—exempt securities, as provided in section 3, and 
exempt transactions involving non-exempt securities, as provided in section 4. 


Exempt Securities 


Turning to section 3(a), the categories of exempt securities are fairly 
clear cut, with some notable exceptions. Paragraph (2) exempts generally 
governments and municipals,** and securities issued by state or national 
banks. Paragraph (3) exempts “any note, draft, bill of exchange, or bankers’ 
acceptance which arises out of a current transaction or the proceeds of which 
have been or are to be used for current transactions” with a maturity at 
time of issuance not exceeding nine months.3® Paragraph (4) exempts securi- 
ties issued by charitable organizations. Paragraph (5) exempts securities 
issued by a building and loan association, homestead association, savings and 
loan association, or similar institution, substantially all. of the business of 
which is confined to the making of loans to members, and securities issued 
by a farmers’ cooperative association. Paragraph (6) exempts securities 
issued by carriers subject to section 20A of the Interstate Commerce Act,*° 
and paragraph (7) exempts certificates issued by a trustee or receiver in 
bankruptcy with court approval. 

Paragraph (8) exempts “any insurance or endowment policy or annuity 
contract or optional annuity contract” issued by an insurance company. 
It does not exempt stock or other securities issued by an insurance com- 
pany. This paragraph, after many years of obscurity, leaped into promi- 
nence a few years ago because of its central importance with respect to 
the regulatory fate of variable annuities. The Supreme Court has concluded 
that variable annuity contracts are not “annuity contracts” within the mean- 


38T¢ does not exempt securities of foreign governments. Section 7 makes special 
provision for the registration of securities of foreign governments. See also Rules 490-94, 
17 CFR. §§ 230.490-.494 (1949, Supp. 1961). 

39 This paragraph is operative or necessary, in a practical sense, only where a 
public offering is involved. Most notes arising out of current transactions with a 
maturity of more than nine months, as in an ordinary instalment purchase, are exempt 
under § 4(1). See SEC Securities Act Release No. 4412, Sept. 20, 1961. 

40 Reference has already been made to the fact that the federal law is much 
stricter than the ordinary blue-sky law in the matter of granting an exemption on the 
ground that the issuance of a security has been subject to the regulatory approval of 
some other government agency. Cf. §§ 3E and 3M of the Illinois law, Int. Rev. Srar. 
c. 121%, §§ 137.3E, M (1961). In this respect, and generally, the Illinois law has many 
parallels to the federal law, but there are significant differences, and, as always, on any 
particular problem both statutes must be studied with care. 
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ing of section 3(a)(8) and so are not entitled to the exemption which it 
provides.*! 

Paragraph (9), while seemingly innocent, has been a prolific source of 
controversy and confusion. It was presumably intended to avoid the neces- 
sity for registration of securities being issued in a voluntary reorganization 
or recapitalization, and it pretty clearly has that effect. If a corporation, 
for example, amends its charter to lower the par value of its common shares 
from $10.00 to $1.00 and then issues ten of the new shares for each old 
share, the new shares do not have to be registered before issuance.** The 
same would be true if common shares were issued for preferred shares. 

But suppose Corporation A has a subsidiary, B, of which it owns fifty- 
one per cent of the stock. The remaining forty-nine per cent is publicly 
held. To eliminate or reduce the minority interest in B, Corporation A 
offers to issue common shares of A in exchange for common shares of B. 
No exemption would be available under section 3(a)(9) because the ex- 
change would not be “by the issuer with its existing security holders exclu- 
sively.” The Commission has taken the position that the exemption is avail- 
able only when the “issuer” is the issuer both of the securities being issued 
and of the outstanding securities. The Commission has also adopted the 
construction that “exclusively” modifies “exchanged” as well as “its existing 
security holders.” This makes the exemption unavailable where cash must 
be paid in addition to the old security in order to get the new one, and so 
warrants and similar rights or options are not exempted.* 

The greatest difficulty with paragraph (9), however, derives from its 
appearance in section 3 rather than section 4, that is to say, in its purporting 
to exempt the security rather than the transaction. Read literally, the act 
seems to say that a security issued pursuant to a section 3(a)(9) exchange 
never has to be registered at any time no matter who sells it or in what 


41SEC v. Variable Annuity Life Ins. Co., 359 U.S. 65, 79 Sup. Cr. 618 (1959). 
Having succeeded in resolving the jurisdictional question, the SEC has had to devote 
much attention to the problem of fitting variable annuities and their issuers into the 
pattern of federal securities regulation, including the Investment Company Act of 1940. 
See Variable Annuity Life Ins. Co., SEC Investment Company Act Release No. 2974, 
Feb. 25, 1960 (CCH Fen. Sec. L. Rep. 4 76688); and the notice and order for hearing 
on an application by The Prudential Insurance Company of America, SEC Investment 
Company Act Release No. 3259, May 23, 1961. The regulatory travails of variable annui- 
ties have been the subject of extensive comment in legal periodicals. See Loss 496-501. 

42“Any security exchanged by the issuer with its existing security holders exclu- 
sively where no commission or other remuneration is paid or given directly or indirectly 
for soliciting such exchange... .” 

43 To make the example meaningful, assume that the number and character of the 
shareholders is such that an offering to them is public. In a situation where the share- 
holders are such that an offering to them would be private, § 4(1) would provide an 
exemption without regard to § 3(a) (9). Note, however, that the fact that an offering 
is made by a corporation to its own shareholders does not in itself provide a basis for 
exemption. A rights offering by a publicly-held corporation must be registered. 


** Loss 575-80; Rule 149, 17 C.F.R. § 230.149 (1949). 
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manner; it is in the same category as a government bond. The evasive 
potential in a provision which would enable “free stock” to be created by a 
simple recapitalization before unloading on the public would be so incon- 
sistent with the purpose and policy of the act that the Commission has never 
been willing to accept the full consequences of such a literal construction.*® 

The application of section 3(a)(9) to convertible securities has been 
particularly troublesome, especially when combined with the “private offer- 
ing” exemption in the second clause of section 4(1).** A series of examples 
may be helpful in clarifying—not solving—the problems. 


(1) Corporation A makes a public offering of its convertible de- 
bentures, each debenture being immediately convertible, at the option 
of the holder, into a stated number of A’s common shares. 


The Commission regards the offering as being for the shares as well as the 
debentures. Both must be registered when the debentures are offered.‘ 
(2) Corporation A makes a public offering of its convertible de- 
bentures, but the right of conversion cannot be exercised until two 
years after issuance. 


Here the public offering of the debentures must be registered but there is 
no immediate offering of the shares. Must the shares be registered when the 
right of conversion arises two years later? So far the Commission has not 
required it or challenged reliance upon section 3(a)(9) to exempt the 
issuance of common shares upon conversion when the right becomes exer- 
cisable.*8 


*5 Thompson Ross Sec. Co., 6 SEC 1111 (1940). A corporation with 30 to 40 
shareholders recapitalized by exchanging one share of $10 par for six shares of $1 par. 
The resulting paid-in surplus of $4 per share was used to eliminate “earned deficit.” 
Controlling shareholders then sold new $1 par shares to the public through Thompson 
Ross without registration under the securities act. In a proceeding to de-register Thomp- 
son Ross under § 15 of the Securities Exchange Act of 1934 for violation of § 5 of the 
Securities Act of 1933, exemption was claimed under § 3(a)(9). In denying the claim 
the Commission said, “Unlike securities which fall within Sections 3(a) (2) to 3(a)(8), 
inclusive, of the Act, there is nothing in the intrinsic nature of securities falling within 
Section 3(a) (9) which justifies their permanent exemption from registration. The basis 
of the exemption under Section 3(a)(9) is merely the circumstances surrounding the 


issuance of securities. . . . Section 3(a)(9) does not, therefore, permanently exempt 
securities offered in a transaction of exchange. This view is confirmed by the legislative 
history of the Act. ... Accordingly, we deem it plain that registrant’s sales to the 


public carried no exemption under Section 3(a)(9).” Id. at 1118. As to the curious 
legislative history, see Loss 575-80; Sargent, Questionable Uses of the “Exchange” Ex- 
emption to Securities Registration: A Caveat, 44 Va. L. Rev. 703 (1958). 

46 Section 4(1) exempts “transactions by an issuer not involving any public offer- 
ing.” This fertile phrase is discussed more fully below. 

47 Orrick, Some Interpretative Problems Respecting the Registration Requirements 
Under the Securities Act, 13 Bus. Law. 369 (1958). 

48 The Commission has, however, expressed warnings about reliance on section 
3(a) (9) where the issuer “forces” conversion by calling debentures for redemption. See 
Sargent, supra note 45; Orrick supra note 31. 
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(3) Corporation A makes an unregistered private offering of con- 
vertible debentures to institutional purchasers B, C, and D, and subse- 
quently, 

(a) B, C, and D make a public distribution of the debentures, or 
(b) B, C, and D convert the debentures into shares and make 
public distribution of the shares. 


In example (a), if the original offering to B, C, and D was a bona fide 
private placement, and if neither B, C, nor D was in a control relationship 
to A, it used to be regarded as good law that the subsequent distribution of 
the debentures was exempt under section 4(1)*® and the later issuance of 
shares upon conversion by public holders of the debentures would be exempt 
under section 3(a)(9). In example (b) the same result would follow, with 
the added argument that, even if the original sale to B, C, and D was not a 
bona fide private placement, the shares were exempt securities by virtue of 
section 3(a)(9). 

Complacency in these matters has been completely shattered. The Com- 
mission has challenged the very idea of a private placement of convertible 
debentures as to both examples, and the right to rely upon section 3(a) (9) 
in example (b).5° The result is considerable uncertainty and an inclination 
upon the part of institutional purchasers of convertible debentures to insist 
upon the right to demand registration of the debentures or the underlying 


49 Section 4(1) exempts “transactions by any person other than an issuer, under- 
writer, or dealer. .. .” 


50 Proposed Rule 155, SEC Securities Act Release No. 4248, July 14, 1960 (CCH 
Fep. Sec. L. Rep. §§ 4155, 76710) would provide in part: 

“(1) The phrase ‘transactions by an issuer not involving any public offering’ 
in section 4(1) of the Act shall not include (a) any public offering of a security, 
which at that time is immediately convertible into another security of the same 
issuer, by or on behalf of any person or persons who purchased the convertible 
security directly or indirectly from an issuer as part of a non-public offering of 
such security, or (b) any public offering by or on behalf of such persons of the 
other security acquired on conversion of a convertible security, unless the other 
security was acquired under such circumstances that such person or persons are 
not underwriters within the meaning of section 2(11).” 

The rule is a proposal of the Commission’s staff, and the staff justifies its recommenda- 
tion on alternative grounds. Either the private purchaser is playing an indispensable 
role in a distribution and thus is selling for the issuer, despite the lack of any express 
agreement to do so, or the private purchaser reasonably contemplated ultimate public 
distribution at the time of the private purchase and thus took with a view to distribution. 

Cohen, supra note 5, at 147 n. 71, has said: “If the purchasers later make a public 
distribution of the convertible security, has the private and continuing offering by the 
issuer of the underlying security been converted into a public offering and may it be 
said that section 3(a) (9) is available, since the persons to whom the underlying security 
is offered through the convertible security are not existing security holders of the issuer? 
May the private purchasers of the convertible securities at some later date convert and 
immediately offer publicly the underlying common stock free of registration? The 
purposes and provisions of the act suggest that registration is required in each case, at 
least of the underlying security. SEC Securities Act Release No. 3825.” The cited 
release refers to the Crowell-Collier case discussed further below, and Cohen seems to 
over-state the Commission’s written opinion therein, for the case was one in which the 
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shares or both whenever they wish to resell.>! 
Former Chairman Gadsby admitted that proposed Rule 155 is not simple 
or trouble free: 


“As you know, this proposal concerns itself with private placements 
of convertible securities and the effect of Section 3(a)(9).... It re- 
quires that registration be effected when recipients of convertible securi- 
ties in private placements make a public distribution thereof, assuming 
that the securities are immediately convertible at the time of distribu- 
tion. Further, it requires that registration be effected when such a 
holder converts and then wishes to distribute the underlying security, 
unless the stock was acquired under such circumstances that the holder 
thereof would not be an underwriter.” *? 


“The members of one prominent law firm complained to us that 
in reading the proposal and the accompanying release they were seized 
by the feeling that they were having a bad dream from which they 
would shortly awaken, and characterized the release as imbued with an 
Alice-in-Wonderland quality. I am charmed by their allusion and admit 
that it brings up some fascinating pictures, but I am afraid that I am 
unable to accept the characterization. On the other hand, I am ready 
to admit that the first part in particular of the proposed rule gives rise 
to some legal difficulties.” 5 


In those remarks and in the article already cited, Chairman Gadsby was 
putting a brave face on the staff’s proposal. But at the time of this writing, 
the difficulties have been sufficiently formidable that the Commission has 
not adopted the proposed rule, although the proposal has not been with- 
drawn. Even prior to the proposed Rule 155, however, the Commission has 


defendants could not have justified a private offering even for a non-convertible security 
and section 3(a) (9) was offered as a defense. 

See also Loss 673-87; Comments of Members of Committee on Federal Regulation 
of Securities, 15 Bus. Law. 493 (1960), 16 Bus. Law. 245 (1960); Gadsby, Private Place- 
ment of Convertible Securities, 15 Bus. Law. 470 (1960); Fooshee & McCabe, Questions 
as to SEC’s Legislative Authority to Adopt Rule 155, and of Its Constitutionality, 15 Bus. 
Law. 508 (1960); Lund, Private Placements and Proposed Rule 155—General Com- 
ments, 15 Bus. Law. 516 (1960). The original proposal was in SEC Securities Act Re- 
lease No. 4162, Dec. 2, 1959 (CCH Fen. Sec. L. Rep. 4 76677). 

51 Tt is not necessarily a simple matter to provide in the purchase contract between 
the issuer and the institutional purchasers the right to demand registration. From the 
issuer’s point of view it threatens to deprive it of the advantages of making a private 
rather than a public offering in the first place. And where there are more than one 
purchaser, the several purchasers may not all wish to register for resale all debentures 
or underlying shares at the same time. This presents nice problems for negotiation and 
draftsmanship. 

52 This cryptic clause, taken from the proposed rule, apparently means that if the 
private purchaser converts and holds the stock in such a manner that if he had bought 
the stock directly the transaction would have been exempt as a private offering, then 
his later resale could still be exempt. To qualify he must in effect “take for investment” 
all over again. See the later discussion of the non-public exemption. 

53 Address of Edward N. Gadsby Before the Committee on Corporate Counsel of 
the Boston Bar Association, April 13, 1960. 
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adopted, and presumably still adheres to, the view that in our example 
(3)(b)—conversion of the debentures followed by public distribution of 
the shares—registration is necessary.54 That much seems to be settled, at 
least administratively, and at least until there is some further official pro- 
nouncement on the subject. 


Paragraph (10) exempts: 


“Any security which is issued in exchange for one or more bona 
fide outstanding securities, claims or property interests, or partly in 
such exchange and partly for cash, where the terms and conditions of 
such issuance and exchange are approved, after a hearing upon the 
fairness of such terms and conditions at which all persons to whom it 
is proposed to issue securities in such exchange shall have the right to 
appear, by any court, or by any official or agency of the United States, 
or by any State or Territorial banking or insurance commission or other 
governmental authority expressly authorized by law to grant such 
approval.” 55 


This provision suffers from the same literal or logical difficulty as para- 
graphs (9) and (11), namely, that its position in section 3(a) as a securities 
exemption rather than in section 4 as a transaction exemption seems incon- 
sistent with the basic policy of the act. It is, therefore, a reliable basis for 
exemption for securities issued, for example, pursuant to a reorganization 
plan approved under chapter X of the Bankruptcy Act, but it would not 
be a reliable basis for exemption with respect to a later distribution of the 
same securities by one who was at the time of such distribution a controlling 
person of the issuer.5® 

Paragraph (11)5? creates the so-called “intrastate” exemption. While 
the paragraph seems to lay down strict yet precise requirements, and sub- 
stantial offerings have in fact been made in reliance upon it, nevertheless in 
all but the simplest cases the intrastate exemption is more an opportunity 
for trouble than relief. All offerings and sales of the entire issue must meet 


54 Orrick, Registration Problems Under the Federal Securities Act—Resales Follow- 
ing Rule 133 and Exchange Transactions, 10 Hast. L. J. 1, 17 (1958): 

“The Commission has been concerned with the problem of whether the pur- 
chasers of a convertible security in a private placement (for which a second clause 
4(1) exemption is claimed) may sell without registration | the underlying common 
stock received upon conversion of the convertible security. In view of the in- 
herent characteristics possessed by convertible securities, it would appear that an 
issuer assumes a heavy, if not impossible, burden of proving that the entire trans- 
action will not involve a public offering of the underlying securities.” 

55 Roughly the same exemption is granted under various sections of the National 
Bankruptcy Act. 52 Stat. 840 (1938), as amended, 11 U.S.C. §§ 1-1200 (1958). 

56 See generally Loss 584-91. 

57“(11) Any security which is part of an issue offered and sold only to persons 
resident within a single State or Territory, where the issuer of such security is a person 
resident and doing business within or, if a corporation, incorporated by and doing 
business within, such State or Territory.” 
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all of the requirements of paragraph (11), so that the offering of a single 
share to a nonresident of the state, even where no actual sale is consummated, 
destroys the exemption as to all of the issue, with resulting liability for 
rescission on the issuer and anyone participating in the distribution so as to 
be a statutory underwriter, as well as exposure to an injunction or prose- 
cution for violation of the act. The Commission has recently summarized 
the major hazards in SEC Securities Act Release No. 4386, July 12, 1961.58 


58 “Tr has come to the attention of the Securities and Exchange Commission that a 
substantial number of securities issues has been offered in Minnesota, and perhaps else- 
where, in reliance upon the so-called “intrastate” exemption from registration under 
the Securities Act of 1933, afforded by Section 3(a) (11) of that Act, but under circum- 
stances which may render the exemption unavailable, thus resulting in violations of 
Section 5 of that Act. The Commission regards it as appropriate to remind brokers, 
dealers, issuers and underwriters of certain limitations upon the availability of the intra- 
state exemption. 

“It appears that the general practice followed in these offerings is for underwriters 
and participating dealers to solicit ‘indications of interest’ (which, in effect, amount to 
orders) from residents of the state during the pendency of the registration application 
filed with state authorities. Usually, the offerings are completely sold on the date the 
registration with the state becomes effective. Shortly thereafter, trading in those 
securities is commenced in the over-the-counter market. Many original purchasers sell 
at, or shortly after, the commencement of trading and some of the stock is acquired 
by non-residents of such state. ; 

“The legislative history of Section 3(a) (11) clearly shows that this exemption was 
designed to apply only to local financing of such a nature that it may practically be 
consummated in its entirety within the single state in which the issuer is both incor- 
ported and doing business. (Opinion of the General Counsel, Securities Act Release 
No. 1459 (1937).) 

“In view of this purpose, Section 3(a) (11) was drafted, and has been interpreted, 
to create certain limitations upon the availability of exemption thereunder which are 
particularly pertinent in the present context. The subsection exempts only securities 
which are ‘a part of an issue offered and sold’ only to residents of the state in question. 
This means that the exemption is not available unless the entire issue of securities is 
offered and sold exclusively to such persons (This is explicitly stated in the Senate 
Report accompanying the 1954 amendments to Section 3(a)(11). Senate Report 1036, 
83rd Cong., 2d Sess., 13 (1954).) and that, if any part of the issue is offered or sold to 
a non-resident, the exemption is unavailable not only for the securities so sold, but for 
all securities of the issue, including those sold to residents. (SEC v. Hillsboro Invest- 
ment Corp., 173 Fed. Supp. 86 D.N.H. 1958. Investment Corp. v. SEC, 276 F.2d 665 
(C.A. 1 1960).) 

“Not only the original sale but any further transactions effected as part of the 
process of distribution to the public must be limited to residents. (Brooklyn Manhattan 
Transit Corp., 1 S.E.C. 147, 162 (1935).) It should be emphasized, therefore, that the 
exemption is not necessarily available simply because initial sales are confined to resi- 
dents of the state. If any person, whether or not a professional underwriter or dealer, 
purchases the securities offered with a view to resale and does, in fact, resell them to 
non-residents, such person may be a statutory underwriter engaged in transactions form- 
ing a part of the distribution to investors. Where, as a result of such a chain of trans- 
actions, the process of distribution is not completed prior to the time the securities are 
acquired by non-residents, the exemption is not available to the issuer or to any other 
person participating in the distribution. (Brooklyn Manhattan Transit Co., Note 4, 
supra. SEC v. Hillsboro Investment Corp., Note 3, supra). 

“In the type of offering discussed above, the quick commencement of trading and 
prompt resale of portions of the issue to non-residents raises a serious question whether 
all of the issue has, in fact, come to rest in the hands of investors resident in the state 
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As noted above, paragraph (11), like paragraphs (9) and (10), though in 
form creating exempt securities, is in fact reliable only as exempting the 
transaction, that is to say, the distribution coming within its terms. 


Regulation A 


Section 3(b) authorizes the SEC to exempt from registration, subject 
to terms and conditions, any class of securities as to which it finds “that 
the enforcement of this title with respect to such securities is not necessary 
in the public interest and for the protection of investors by reason of the 
small amount involved or the limited character of the public offering.” This 
authority does not extend to issues “where the aggregate amount at which 
such issue is offered to the public exceeds $300,000.” 5° The Commission has 
exercised the authority thus granted by the adoption of Rules 251 through 
262 and accompanying forms, labelled collectively “Regulation A.” ® 

The policy of exemption based upon size of issue has been contro- 
versial and unsettled both in the Congress and the Commission. Considera- 


of initial offering. (Cf. Lewisohn Copper Corp., 38 SEC 226, 234 (1958).) Where these 
practices are followed, it is likely that portions of the issue will be offered or sold to 
non-residents through residents and dealers purchasing for resale and thus constitute 
elements of the distribution to investors. If so, in view of the considerations outlined 
above, exemption under Section 3(a) (11) is not available and the entire issue will have 
been offered and sold in violation of the Securities Act. Such an illegal distribution may 
not only subject the participants to enforcement action by the Commission, but subjects 
them also to civil liability for damages or rescission under Section 12 of the Securities 
Act of 1933.” (It should be noted that this release is limited to the problems described 
and that it does not purport to cover other significant limitations upon the availability 
of exemption under Section 3(a)(11), including the requirements (a) that the issuer 
not only be incorporated in the state and doing business there in a technical sense but 
also have substantial operational activity there (SEC. v. Truckee Showboat, Inc., 157 
F. Supp. 824 (S. D. Calif. 1957)) and (b) that the purchasers must be domiciled in the 
state and that their mere presence there, as in the case of military personnel stationed 
at a post in the state, is not sufficient (SEC v. Capital Funds, Inc., (No. A46-60 (D. 
Alaska 1960)).) CCH Fen. Sec. L. Rep. § 76774. See also Loss 591-605. 

59 Rule 254 limits the exemption to an aggregate offering price of $300,000 for all 
securities of the issuer, its predecessors, or affiliates, including those being offered and 
all others of all classes offered within the past year either pursuant to Regulation A 
or in violation of § 5(a). As might be anticipated, the Commission has suspended issues 
where the amount sold to the public exceeded $300,000. See Lewisohn Copper Corp., 
SEC Securities Act Release No. 3907, March 18, 1958 (CCH Fep. Sec. L. Rep. 4 76570). 

60 This is the exemption of general application. Small issues of fractional undivided 
interests in oil or gas rights are given special treatment in Rules 300-356, known as 
“Regulation B.” There seems to be no settled and meaningful difference between “rule” 
and “regulation” as used generally in federal administrative law. The best authority 
seems to be that the terms are interchangeable. 1 Davis, ADMINISTRATIVE LAW TREATISE 
§ 5.01 (1958). The federal securities laws most often use the double phrase “rules and 
regulations,” posing the familiar question of whether the legislature meant to be referring 
to two different things or merely to be saying the same thing twice—through caution, 
tradition, or euphony. The SEC uses the term “regulation” only as a convenient device 
for grouping rules pertaining to a particular subject. For further example, Rules 400-494 
all relate to requirements, formal and otherwise, for registration of securities, and they 
are grouped as “Regulation C.” 
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tions favoring economy and simplicity for the raising of capital by small 
business have competed with considerations favoring maximum protection 
to the investor regardless of the size of the issue or the issuer.*! Conse- 
quently proposals to increase the maximum exemption have competed with 
proposals to abolish the exemption altogether. The Commission itself has 
generally favored increases in the maximum, including raising the present 
$300,000 to $500,000—a proposal which has often been made but never 
adopted; and it has opposed moves to eliminate the exemption. 

Of course on such a question it matters what the small issue is to be 
exempt from—the practical requirements of preparing material for filing 
with the Commission, as in full registration, and/or the legal liabilities im- 
posed by sections 11 and 12 of the Securities Act of 1933, in addition to 
the general anti-fraud provisions of section 17. As section 3(b) now stands, 
if an issue is exempt from registration, even on condition that it file certain 
material and use an “offering circular,” then it is exempt from section 11 
liabilities, while the full extent of the civil liability under section 12(2) is 
unclear. The Commission’s last proposal under the Republican Administra- 
tion was to increase the maximum to $500,000, but also to provide added 
civil and criminal liability in connection with exempt offerings.*? The pro- 
posal has not yet been revived. ; 

On the first aspect, however, since 1953 a filing under Regulation A 
“provides not so much an exemption as a simplified form of registration for 
certain issues—by no means all issues—up to $300,000.” ® The exemption 
is conditioned upon, among other things, the filing of a “Notification on 
Form 1-A” and (for offerings in excess of $50,000) an “offering circular,” 
and certain other documents as exhibits. The principal advantages over a 
full registration lie in the fact that the financial statements need not be cer- 
tified,** and that the filing is made with, and processed by, the appropriate 
regional office of the Commission,® rather than in Washington, D.C. The 
offering circular closely resembles a prospectus for a full registration, and 
often they are printed, although this is not required for either document.® 


61 Note that the exemption applies to small issues, not to small issuers. 

62 See Meeker, Current Proposals To Amend the Federal Securities Laws, 37 U. Det. 
L. J. 335, 337-38 (1960). Under Rule 254(a) the exemption for secondary offerings is 
now limited to $100,000. 

63 Loss 611. 

® Certification is required under the Illinois blue-sky law. See Rule B under the 
Illinois Securities Law of 1953, Inu. Rev. Stat. c. 121%, §§ 137.1-.19 (1961). In general, 
a proper prospectus under Illinois law will contain most of the offering circular re- 
quirements, 

65 The Commission accepts filings in the region where the issuer’s principal business 
operations are conducted; this is not necessarily the region where the issuer’s home 
office is located. See Rule 255(c), 17 C.F.R. § 230.255(c) (Supp. 1961). 

6 Rule 255 provides that Form 1-A and the Offering Circular be filed “at least 
10 days (Saturdays, Sundays and holidays excluded) prior to the date on which the 
initial offering of any securities is to be made under [this regulation]... .” 17 C.F.R. 


aun a 
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The quality of filings received by the regional offices is most varied. 
The uninitiated corporate officer may discern the advantages of the exemp- 
tion and try his own hand at preparing the forms. Not being familiar with 
the special language used in the federal securities field, he is apt to stumble 
over such words as “predecessor,” “affiliate,” and “control.” ®& His account- 
ant may be unable to cope with the requirements of the financial statement,®* 
and surprisingly often, the applicant may fail to realize that Form 1-A is a 
device for disclosing information and not a routine government form which 
can be answered “yes,” “no,” or “not applicable.” ® 

There are also pitfalls for the more sophisticated. Issuers and under- 
writers may find themselves in difficulty if they follow patterns established 
for registrations. They must remember that until the terms of the exemption 
have been complied with, the issue is subject to all prohibitions of the 
securities laws. The ten-day period creates an absolute freeze on any 
activity which might be construed as an offer to sell, such as forming a 
selling group or distributing a “red herring.” 

Prior to 1953 the requirements of the regulation were much simpler, 
and the present pattern may be attributed to abuses associated in large 
measure with the “uranium boom.” In the late 1940’s and early 1950's 
many uranium promotions were financed through Regulation A offerings 
with results which, together with other abuses, were horrible enough to 
lead the National Association of Securities Dealers to urge the Commission 
to tighten the exemption.” The Commission later proposed further restric- 
tions by way of requiring certified financial statements and limiting the 
exemption only to “seasoned” (as against promotional) companies. These 
proposals were withdrawn in 1957, the Commission noting a decline in filings 
under the regulation in general and particularly as to uranium issues.” 

The popularity of Regulation A has fluctuated markedly. There have 
always been steady customers, including large corporations that find it a 
convenient form for offering shares subject to employee stock options or, 


§ 230.255 (Supp. 1961). This suggests that if the issuer has not heard from the staff at 
the end of 10 days, the offering may be made. It is, however, the invariable practice 
to wait for comments to avoid the danger of an order suspending the exemption pur- 
suant to Rule 261. Suspension of the exemption, of course, means that the offering is 
thereafter in violation of § 5 unless and until registered. 

87 See Item 2 of Form 1-A. It is worth noting that the address required in Item 2 
is the home address, as this information will be used by the Commission to check the 
qualifications of the various parties under Rule 252. 

68 Regulation S-X which governs the form of financials required in registrations 
can be used as a guide for Regulation A filings as well. 

69 Footnote 1 to the official text of Form 1-A could be more explicit; it states that 
“the text of the items may be omitted if all the information required by each item is 
clearly set forth.” 

7 Loss 610. 

™ SEC Securities Act Release No. 3783, May 9, 1957 (CCH Fen. Sec. L. Rep. 
4 76521). 
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perhaps, a small acquisition to be paid for with securities. But its reputation 
has been sullied in some quarters by its association with such booms as that 
in uranium, which largely accounted for the high-water mark of 1,628 filings 
for an aggregate of $296 million in fiscal year 1955. Since then the number 
of filings has gone as low as 732 in 1958 and climbed back up to 1,049 in 
1960. Once again it is becoming associated with highly speculative, promo- 
tional issues,’* and warnings are being heard.** No doubt the new Admin- 
istration will be forced once more to worry over the perplexing problem 
of how to reconcile the desire to make life cheap and easy for small business 
with adequate protection for gullible investors. 

Section 3(c) was added to the act in 1958 to permit an exemption for 
securities issued by companies licensed under the Small Business Investment 
Act of 1958 on terms analogous to those in section 3(b). The rules in Regu- 
lation E are quite similar to Regulation A, although this exemption has been 
little used."4 


Exempt Transactions—Private Offerings 


In addition to certain “transaction” exemptions discussed previously, 
section 4(1) provides that section 5 does not apply to “transactions by an 
issuer not involving any public offering.” Upon this little phrase hangs the 
vast and thriving business of the “private placement” of corporate securities. 
It is fairly easy to get the gist of what is intended by this exemption,” but a 
more elusive phrasing would be hard to devise. Well over three billion dollars 
in debt securities are estimated to be sold annually through private place- 
ments, and for the typical situation which Landis seems to have had in mind, 
the exemption phrase is satisfactory. That is to say, where a prospective bor- 
rower has offered its notes to ten or twelve insurance companies and sold 
them to one or more of that number, there is no serious question about the 
availability of the exemption.”® Beyond that simple situation lies a morass of 


7 About 37% of the filings in the Chicago Regional Office in the first 6 months 
of 1961 were considered “Promotional.” 

73 Elliott, What Price Reg. A?, Barron’s, June 5, 1961, p. 5. 

74 The original proposal was to exempt the securities of small business investment 
companies altogether. The SEC opposed such a provision, and § 3(c) was the resulting 
compromise. 

% Landis, supra note 4, says that the phrase was developed in long discussions with 
Middleton Beaman, chief legislative draftsman of the House of Representatives. “It was 
these discussions that first evolved the exact scope that we [Landis and Benjamin V. 
Cohen] wanted the Securities Act to cover. ‘Public offerings’ as distinguished from 
‘private offerings’ proved to be the answer. The sale of an issue of securities to insur- 
ance companies, or to a limited group of experienced investors, was certainly not a 
matter of concern to the federal government. That bureaucracy, untrained in these 
matters as it was, could hardly equal these investors for sophistication, provided only 
it was their own money they were spending.” Jd. at 37. (This proposition that non- 
public means institutional purchasers is certainly not found in the act.) 

7 Orrick, Non-Public Offerings of Corporate Securities—Limitations on the Ex- 
emption Under the Federal Securities Act, 21 U. Prrr. L. Rev. 1, 11 (1958): “A small 
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conceptual uncertainty and practical dilemma. The financial lawyer is 
probably called upon for opinions concerning the availability of the private 
offering exemption more often than for opinions concerning any other 
aspect of the securities laws, and yet in no other area must he cross his 
fingers so fervently. 

In the usual case the availability of the exemption must be analyzed in 
terms of two subsidiary questions. Is the group of initial offerees such as 
not to involve a public offering? If the answer is yes, do any of the offerees 
who become purchasers intend to resell in a manner which constitutes a 
public offering? If they do, then they may be regarded as taking “with 
a view to distribution,” in which case the issuer has made a public offering 
through the purchasers and the purchasers become statutory underwriters. 
It is this latter possibility which has given rise to the so-called “investment 
letter” wherein the purchaser states that he is taking for investment and not 
with a view to resale or distribution.”7 

Returning to the first question, there is no statutory definition of “public 
offering” within the meaning of section 4(1). An opinion of the Commis- 
sion’s General Counsel in 1935 7® summarized the factors to be considered 
in the following terms: 


(1) number of offerees and their relationship to each other and to the 
issuer; 

(2) number of units offered; 

(3) size of the offering; and 

(4) manner of offering. 


Earlier the General Counsel had expressed the opinion that “under ordinary 
circumstances an offering to not more than approximately twenty-five per- 
sons is not an offering to a substantial number and presumably does not 
involve a public offering.” For many years the rule of thumb of twenty-five 


group of large institutional investors and funds presumably are in a position to fend 
for themselves and obtain all the pertinent information about the issuer and the securities 
being offered that would be provided in a registration statement. Accordingly, the 
Commission in a limited number of instances raised no objection to offers made to as 
many as 90 investors of this sophisticated class in reliance on the private offering 
exemption.” 
7 Typical language in a note agreement for a private placement to institutional 
purchasers would be the following: 
“We represent that we are purchasing the [describe securities] for our own account 
for investment and with no present intention of distributing or reselling them, 
subject, nevertheless, to any requirement of law that the disposition of our prop- 
erty shall at all times be within our control.” 
Quoted in Williams, Exempted Transactions Under Section 4(1), 15 Bus. Law. 138 
(1959), which also quotes the typical legal opinion given in reliance on such representa- 
tion. “Taking for investment” and “investment intent” are popular phrases not found 
in the act or rules. Taking for investment is simply regarded as clearly negating taking 
with a view to distribution. 
78SEC Securities Act Release No. 285, Jan. 24, 1935 (1 CCH Fen. Sec. L. Rep. 
q 2266.17). 
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served as a handy guide where the other factors remained uncertain or 
inconclusive. 

In 1953, however, the United States Supreme Court, in the leading case 
of SEC v. Ralston Purina Co.,™ rejected reliance upon the number of 
offerees. In holding that Ralston Purina Co. was in violation of section 5 
in offering unregistered shares of its stock to some 500 of its “key employees” 
the Court said: 


“The design of the statute is to protect investors by promoting full 
disclosure of information thought necessary to informed investment de- 
cisions. The natural way to interpret the private offering exemption 
is in light of the statutory purpose. Since exempt transactions are those 
as to which ‘there is no practical need for [the bill’s] application,’ the 
applicability of § 4(1) should turn on whether the particular class of 
persons affected needs the protection of the Act. An offering to those 
who are shown to be able to fend for themselves is a transaction ‘not 
involving any public offering.’ ” *° 


As to the factor of number of offerees, Mr. Justice Clark, speaking for the 
court, went on to say: 


“The Commission would have us go one step further and hold that 
‘an offering to a substantial number of the public’ is not exempt under 
§ 4(1). We are advised that ‘whatever the special circumstances, the 
Commission has consistently interpreted the exemption as being inappli- 
cable when a larger number of offerees is involved.’ But the statute 
would seem to apply to a ‘public offering’ whether to few or many. 
It may well be that offerings to a substantial number of persons would 
rarely be exempt. Indeed nothing prevents the commission, in enforc- 
ing the statute, from using some kind of numerical test in deciding 
when to investigate particular exemption claims. But there is no war- 
rant for superimposing a quantity limit on private offerings as a matter 
of statutory interpretation.” 


According to the Supreme Court, therefore, a private offering—meaning 
a sale of securities “not involving any public offering”’—is one which is 
offered to persons who, because of their position with the issuer or their 
professional sophistication in the matter of investments or otherwise, do not 
as a practical matter need the protection of the act. As a matter of semantics 
this is a rather amazing construction of the word “public,” even granting 
that it is difficult to give some other concrete meaning to the term. But the 
opinion is most troublesome in its apparent complete rejection of the factor 
of number of offerees. Whereas the need-for-protection test seems reason- 
able in determining a marginal case, i.e., one involving a number of offerees 


79 346 U.S. 119, 73 Sup. Ct. 981 (1953). 
80 Jd. at 124-25, 73 Sup. Ct. at 984. 
81 Jd. at 125, 73 Sup. Ct. at 984-85. 
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which may or may not be enough to be “public,” it seems silly to say that 
an offering to one person is a public offering, regardless of his ignorance 
and need for protection.®? As a practical matter both practicing lawyers 
and Commission staff attorneys have had trouble eliminating the factor of 
numbers from their minds, though all must agree that, if pressed to the line, 
one cannot support the legal right to an exemption wholly on the ground 
of number.** 

If it seems difficult to determine with precision when an offering is not 
public, it is utterly impossible to determine with confidence when non- 
public original purchasers are not taking with a view to distribution. The 
consequences of being wrong on the latter point have already been men- 
tioned, but perhaps it needs emphasis that a resale by a “private” purchaser 
in such circumstances that it is determined that he took with a view to dis- 
tribution results in a violation of section 5 by the issuer.§* Naturally, where 
the purchasers never resell, no problem arises, and this is the case with the 


82 Loss points out that the Supreme Court rejected the numbers test only in response 
to the Commission’s argument that a large enough group of offerees was public regard- 
less of need for protection. “In other words, the Court rejected a rule of thumb on the 
top side, not the bottom side. On the pragmatic rather than the semantic level, there- 
fore, the Supreme Court’s opinion seems to have had little effect on the traditional 
position of the Commission except perhaps to strengthen it.” Loss 661-62. Cf. Gilligan, 
Will & Co. v. SEC, 267 F.2d 461 (2d Cir. 1959), cert. denied, 361 U.S. 896, 80 Sup. Ct. 
200 (1959). See also Orrick, Some Observations on the Administration of the Securities 
Laws, 42 Minn. L. REv. 25 (1957). 


83 One experienced practitioner has written: 


“In the private offerings exemption, the most important practical matter is that 
the number of offerees (a term which is to be sharply distinguished from pur- 
chasers) be small. Despite court decisions that other standards are more important, 
the Commission will still regard as exempt offerings to not more than 25 or 30 
persons. Offerings on a stock exchange, however, and offerings by newspaper ad- 
vertisement to the first 25 persons who accept are public offerings and are not 
exempt.” 

Mulford, Private Placements and Intrastate Offerings of Securities, 13 Bus. Law. 297, 
300 (1958). For an informative résumé of this exemption by the then Director of 
the Division of Corporation Finance of the SEC, see Cohen, Federal Legislation Affecting 
the Public Offering of Securities, 28 Gro. Wasu. L. Rev. 119, 141 n. 64 (1959). Some 
other helpful discussions of the exemption may be found in the following: Loss 653-65; 
Israels, Some Commercial Overtones of Private Placement, 45 Va. L. Rev. 851 (1959); 
Victor & Bedrick, Private Offering; Hazards for the Unwary, 45 Va. L. Rev. 869 (1959). 
There is also a difficult question of when a person becomes an “offeree” for this 
purpose. 

84 Cohen, supra note 83, at 141 n. 64, with regard to the “so-called private offering 
or private placement exemption” says: 


“Ie is important to emphasize that this is a popularization of the statutory pro- 
visions which exempt from the prohibitions of section §, ‘transactions by an issuer 
not involving any public offering.’ (Emphasis added.) The burden is laced upon 
every issuer to establish the availability of the exemption. SEC v. R: mn Purina 
Co. .. . Wholly apart, therefore, from questions as to the status, res nsibility or 
duty of any person who participates in the process by which a publi c offering is 
effected, the issuer bears the strict responsibility to effect registration if it 
initiates a transaction which involves any public offering. Failure to do so may 
subject it, directly or indirectly, to rescission or possible damages on that ground 
alone, section 12(1).” 
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majority of simple debt securities taken by institutional investors. The 
problem generally arises when the purchaser wishes to resell, and a decision 
must be made whether the resale will in itself be convincing evidence that 
he took with a view to distribution in the first place (or in the popular 
phrasing, “did not have the proper investment intent” at the time of pur- 
chase), despite his written representation to the contrary.® 

Just as the industry has a strong tendency to wish to reduce the ques- 
tion of private offering to a rule of thumb for the number of offerees, so 
on this question of resale the industry tendency has been toward a rule-of- 
thumb period for holding by the private purchasers. In some early staff 
opinions there was some support for the view that a purchaser who held 
for a year before selling presumptively did not take with a view to dis- 
tribution. There has been wishful thinking that would reduce the period 
to six months, drawing on the Internal Revenue Code provision which uses 
that period to distinguish short- from long-term capital gains. Convenient 
as such a rule might be, there is no support for it in the statute, the rules, 
the cases, or the Commission’s formal and informal pronouncements. 

In an early opinion the Commission’s General Counsel issued official 
warning against relying wholly upon the passage of any period of time.*® 
The Commission has reasserted the same view in its release. regarding Crowell- 
Collier Publishing Co.: 87 


“Holding for the six months’ capital gains period of the tax stat- 
utes, holding in an ‘investment account’ rather than a ‘trading account,’ 
holding for a deferred sale, holding for a market rise, holding for sale if 
the market does not rise, or holding for a year, does not afford a stat- 
utory basis for an exemption and therefore does not provide an adequate 
basis on which counsel may give opinions or businessmen rely in selling 
securities without registration.” 


It is settled that the relevant state of mind is that of the purchaser at 
the time of acquisition ®* and such a subjective fact is not conclusively proved 


8 In a particular case the question of investment intent can also be quite serious 
at the time of issuance, especially where the purchasers are not institutional investors. 
For reasons which will appear, one of the financial lawyer’s most intriguing tasks is 
that of explaining, for example, to a man who has just sold his business for stock, the pre- 
cise state of mind which is appropriate for a good investment letter. The lawyer begins 
by saying that he must take for investment purposes, not for resale. And the dialogue 
runs: “Does that mean I can’t ever sell it?” “No.” “When, then?” “Only later when 
your reselling is consistent with your present investment intent.” “In 6 months?” “No.” 
“How long?” “Theoretically tomorrow if there is some change in circumstances— 
but don’t you dare try it!” “What is a change of circumstances?” “Something basic 
and unforeseen.” “Like needing the cash for a trip around the world?” “Do you expect 
to take a trip around the world?” And so on, ad infinitum. 

86 SEC Securities Act Release No. 603, Dec. 16, 1935 (1 CCH Fep. Sec. L. Rep. 
q 2266.93). 

87SEC Securities Act Release No. 3825, Aug. 12, 1957 (CCH Fen. Sec. L. Rep. 
q 76539). 

88 SEC Securities Act Release No. 603, Dec. 16, 1935. 
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by a self-serving declaration, however solemn and elaborate in form. At 
least such a declaration is not likely to prevail against the contrary implica- 
tion of later actions. When will later resales not rebut the declaration? 
Surely the passage of enough time is helpful. The General Counsel recog- 
nized this in 1935. Passage of time, absent any other damaging circum- 
stances, might eventually be conclusive,®® but there is no basis for deter- 
mining exactly how much time is necessary to provide safety. Change of 
circumstances will also help, especially if the change relates to the business 
affairs of the purchaser rather than the issuing corporation.®® Curiously it 
is not always impossible to arrive at a confident conclusion in a particular 
case where the question arises at the time of a proposed resale, although 
the comfort of a no action letter from the Commission staff may be a wise 
precaution in a difficult case. What does seem to defy clear analysis and 
exposition is the precise character of the necessary state of mind viewed 
at the time of acquisition.®! 

The Commission’s Division of Corporation Finance will give a no action 
letter in an appropriate case. As to what is an appropriate case, former 


89 So long as there is no agreement to hold for a certain length of time. An agree- 
ment to hold even for two years, for example, has been said to negate a “true” invest- 
ment intent. 

%° Orrick, Non-Public Offerings of Corporate Securities—Limitations on the Ex- 
emption Under the Federal Securities Act, 21 U. Pitt. L. Rev. 1, 16 (1959): 

“A valid change of circumstances must generally be premised upon the occurrence 
of some unanticipated event, not contemplated at the time of acquisition, which sub- 
stantially affects either the personal business or financial affairs of the purchaser. To 
illustrate, if an investor needed money to pay for a serious, expensive illness in his family 
soon after his purchase, the sale of the securities would not be inconsistent with his 
original investment intent. A change of circumstances would also be recognized where 
the professional relationship between an issuer and a lawyer, who acquired a block of 
securities of the issuer in payment of legal fees and in anticipation of a continuation 
of his employment by the issuer, was unexpectedly terminated, and he required emer- 
gency funds to establish an independent legal practice. 

“On the other hand, the happening or non-occurrence of an event in the affairs 
of the company or within the industry of which the company is a part, or that affects 
the general economy, is generally, in the absence of other persuasive factors, not the 
type of emergency or hardship situation that justifies reliance upon the change of 
circumstance doctrine.” 

Cf. Cohen, supra note 83, at 143 n. 64: “With increasing frequency, the argument 
is also made that the proposed distribution is not inconsistent with the original invest- 
ment representation because there has been ‘. . . a change of circumstances.’ There 
are, of course, many instances of genuine changes in circumstances which lead to dis- 
positions of securities acquired in private placements. However, many of the reasons 
assigned as amounting to changes of circumstances attest only to the ingenuity of man.” 


®1 One cannot blame the Commission or the staff for being far more articulate in 
identifying inappropriate states of mind, but one could wish that they would not 
occasionally talk as though everyone really knew what is required, as, for example in 
the Crowell-Collier release, supra note 87: “Counsel, issuers and underwriters who 
rely on investment representations of the character obtained in these transactions as a 
basis for a claim to a non-public offering exemption under Section 4(1) of the Securities 
Act do so at their peril. It is apparent that most of the persons giving the so-called 
‘investment representation’ in this case had no clear understanding as to what it meant.” 
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Chairman Gadsby, in an address to the Committee on Corporate Counsel 
of the Boston Bar Association on April 13, 1960, described the situation as 
it appears to the Commission in terms so vivid that they are quoted at length: 


“It has been suggested that recent court and Commission pro- 
nouncements have made drastic inroads on the so-called private offering 
exemption. I can hardly admit that there are any substantial grounds 
for such an accusation. On the other hand, history teaches us that 
under almost any regulatory statute, there is a constant tendency for 
the regulated industry to encroach upon the borders of the regulatory 
jurisdiction, establishing a foothold first, and then pushing forth at the 
first opportunity from that point of departure. The private offering 
exemption is no exception. I will admit that the Commission has recently 
made an effort to highlight the limitations of the Section 4(1) exemp- 
tion, but those limitations have been tacitly understood for many years 
and it is only recently that issuers and underwriters have sought to ex- 
tend them. Thus, in our release in the Crowell-Collier matter, we tried 
to define the statutory restrictions and to make it clear that there was 
no particular holding period which would be accepted as establishing 
investment intent and that only a truly long range investment would 
meet the requisites of the exemption. You will recall that the Com- 
mission there stated that ‘Holding for the six months’ capital gains 
period of the tax statutes, holding in an “investment account” rather 
than a “trading account,” holding for a deferred sale, holding for a 
market rise, holding for a sale if the market does not rise, or holding 
for a year, does not afford a statutory basis for an exemption.’ 

“The Commission is constantly barraged with requests for no- 
action letters in situations of this nature. A company will issue shares 
to officers or promoters in a purported private placement who will 
subsequently announce their desire to dispose of the stock. They will 
earnestly argue that they really bought the securities originally with 
an intent to hold them forever and ever and with not the slightest view 
to their distribution, and that their present desire to sell is completely 
attributable to an unforeseen and usually lugubrious change in circum- 
stances or else that they have from any point of view held the stock a 
sufficiently long time adequately to evidence their original investment 
intent. Accordingly, these officers or promoters call on us to admit 
that when they dispose of their stock, we will not look on them as 
underwriters but merely as private holders who are casually selling a 
part of their portfolio. 

“One example will probably be enough to illustrate the type of 
case with which we are constantly confronted. Mr. Proteus, as we 
will call him, is the president of a small manufacturing concern and the 
grateful recipient of restricted stock options which have turned out to 
be of considerable value. Unfortunately, his ambitious nephew has 
clandestinely bought control, and he is threatened with loss of his posi- 
tion. Needless to say, when he finds out the sharpness of the serpent’s 
tooth, he hastens to exercise his options prior to the request for his 
resignation or within the limited period thereafter permitted by the 








296 SECURITIES REGULATION IN ILLINOIS _ [Vot. 1961 


option contract. When he buys the stock, he is immensely solvent, is 
presumably in the very best of health and blithely executes a letter of 
investment intent. 

“A short time thereafter, however, the Commission is notified that 
Proteus wants to sell his holdings. Counsel describes his pathetic plight 
in heart-rending terms. It appears that the old gentleman has invested a 
large part of his fortune in valuable oil and gas properties and he is 
now placed in the position where he must forthwith drill a series of 
off-set wells or else see his oil drained away from his land as water is 
squeezed from a sponge. Choking with emotion at his plight, his lawyers 
will explain that Proteus is already in debt and that the only way for 
him to pay the drilling company is to sell his stock. Somehow, it does 
not occur to him to sell his oil fields. However, the issuing corpora- 
tion will be pictured as strangely aloof and unmoved by this tale of 
woe, being in the hands of his stony-faced nephew who regards his 
old uncle with deep-seated hostility. In fact, the company is not pre- 
pared to assume the responsibilities of registration in order to help him 
out, and it may have financing of its own in view which might be 
stultified by such a course of action. Consequently, the company has 
rather peremptorily directed its transfer agent not to complete the 
transfer of this stock until the SEC has indicated that it feels that no 
violation of the statute is involved. 

“The Commission, of course, could easily conclude that poor 
Proteus could not reasonably have foreseen the evil ways which have 
beset him, and might possibly be justified in issuing a no-action letter, 
dampened, if you will, by a furtive tear. However, to be completely 
realistic about it, a change of circumstances is fairly easy to adduce in 
almost every case; not understandably, this synthetic tragedy tends to 
leave us unmoved. More and more, the Commission and its staff have 
felt impelled to look at the context in which the securities were issued 
for an objective assurance that they were not acquired merely because 
they were available at bargain basement prices and that they did not 
constitute simply a part of a portfolio of speculative securities, subject 
to the usual vicissitudes of such paper. In the hypothetical case which 
I have outlined, the securities were speculative in nature, were acquired 
in order to take advantage of valuable options and were acquired in 
anticipation of a separation from the issuer. It may seem fairly cold- 
blooded to deny a no-action letter under the circumstances, but I think 
that the Commission would be doing something less than its plain duty 
were it to condone this course of action.” 


In the Crowell-Collier release the Commission warned against reliance 
by the issuer upon the purchasers’ declarations of investment intent. The 
point is clearly made that the issuer is responsible for his purchaser’s actual 
state of mind.®? While the dust has settled a bit from the Crowell-Collier 


92“An issuer may not establish a claim to an exemption under Section 4(1) 
merely by collecting so-called ‘investment representations’ from a limited group of 
purchasers if in fact a distribution by such persons occurs. Counsel and their issuer and 
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release and later problems have attracted public attention, the warning re- 
mains one to be heeded. Just what is required to heed it is not so clear. 
Everyone must agree that an issuer cannot rely upon an investment repre- 
sentation in the face of other facts or circumstances indicating to a reason- 
able man that the purchaser either is lying or misunderstands the meaning 
of the representation. If the Crowell-Collier release had stopped there, it 
would be easier to accept and follow. Unfortunately, it seems to go further 
and suggest that in every case the issuer must investigate in order to justify 
reliance, or perhaps that even with investigation the issuer is liable where the 
purchaser in fact had the wrong state of mind.** As to the former proposi- 
tion, a practical problem or even absurdity is presented. In the ordinary pri- 
vate placement of a long-term note, what does the issuer investigate when the 
purchasing insurance company says that it is taking for investment? As to 
the latter proposition, the result seems too harsh. Surely, the public policy 
in favor of full disclosure does not demand that kind of exposure.** 

One facet of the resale problem which causes further difficulty concerns 
the possibility of private resale by the private purchaser. If it happens only 
once, it seems defensible enough. If issuer A sells securities to insurance 
company B, and B subsequently resells to insurance companies C and D, 
there should be no question. Such a process, however, is readily susceptible 
of a sort of progressive subinfeudation which obviously violates the intent 
of the act. The Commission was faced with such a prospect in the Crowell- 
Collier affair, and the question got before the Court of Appeals for the 
Second Circuit in Gilligan, Will & Co. v. SEC. The court rejected the con- 
tention that the Ralston Purina case left room for an exception to the 
need-the-protection-of-the-act standard “for cases in which the number of 
offerees or purchasers is small.” But the court went on to say that even if 


underwriter clients cannot base a claim to exemption from registration under the Securi- 
ties Act upon the mere acceptance at face value of representations by purchasers that 
they take for investment and disclaim responsibility for investigation and consideration 
of all relevant facts and circumstances pertinent to a determination that the transactions 
do not involve a public offering. A representation by a purchaser that he is taking for 
‘investment’ when in fact he concurrently is dividing a participation among others or 
reselling a portion of a commitment to others is worthless. Issuers, underwriters or 
counsel cannot claim that a transaction does not involve a public offering if they do 
not know the identity and number of initial offerees or purchasers or whether such 
purchasers offer and sell to others.” Supra note 87. 

93 See the statement of Cohen, supra note 85. Too much emphasis upon the word 
“any” in the phrase, “not involving any public offering,” can lead to the conclusion 
that the exemption is lost when a private purchaser makes a public resale even though 
it is undisputed that he took without a view to distribution and that his decision to resell 
was motivated by a wholly unforeseen change in personal circumstances. This would 
also seem to stretch “involving” too far, but after what the Supreme Court did to 
“public,” one cannot be too sure. 

% There would be no exposure to criminal prosecution because the violation would 
at least not be “willful.” Section 24. The civil liability imposed by § 12(1), however, 
does not depend upon willfulness. 

% 267 F.2d 461 (2d Cir. 1959). 
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there were such a numerical standard, and even if the petitioners did resell 
to only four purchasers, nevertheless there would be no exemption where 
the private purchaser knew other private purchasers were also reselling. 
The court said: 


“At the least, to establish entitlement to any numerical exemption 
in such circumstances, the petitioners would have to establish a reason- 
able and bona fide belief that the total number involved in the place- 
ment would remain within the exemption. Otherwise although a 
general public placement could be effected by a series of transfers to 
small numbers of buyers, each distributor would be entitled to an 
exemption on the ground that it transferred to only a small number of 
buyers.” % 


To hazard a general proposition from this, in examining a prospective 
private resale by a private purchaser, the resale will be exempt if it, plus 
all other past and prospective resales by other concurrent private purchasers, 
would have been exempt had it and they been made directly by the issuer. 

Considering the private offering exemption as a whole,® it is an aspect 
of the federal securities law which could only be improved by redrafting. 
While the problems presented by close cases or evasive schemes will always 
arise, a sounder basis for decision by those seeking neither to evade nor skirt 
the line could surely be devised.®* In terms of legislative policy, this is a 
matter with respect to which considerations favoring confident planning and 
prediction should prevail over considerations favoring a more exact result 
in terms of particular cases. Prior to the Ralston Purina case the Commission 
might have done more under its authority to define technical terms by rules 
and regulations. Now, however, since not much can be done by way of 
classifying offerees who need the protection of the act, so relief and clari- 
fication can only come by statutory amendment. 


CONCLUSION 


Even an introduction to the question of when registration is required 


96 Td. at 467. 

®7 We have already given some inkling of the additional perplexities presented 
where the securities being offered privately are convertibles or warrants. See note 50 
supra and accompanying text. 

%8 Cf. Ill. Securities Act of 1953, Inn. Rev. Srat. c. 121%, § 1374G (1961), and 
Young’s comment: “A panacea to the difficulty that most lawyers encounter during 
their general practice is found in the exemption [in the Illinois law] for the sale of 
securities by an issuer or controlling person in any period of twelve months to not 
more than fifteen persons providing no commission in excess of fifteen per cent is paid 
on account of the sale, and the issuer or controlling person files a report of sale within 
thirty days after such sale... .” Young, History, Source, and Effect of the Illinois 
Securities Law of 1953 as Amended, reprinted in Itt. ANN. Stat. c. 1214, at 562. (Smith- 
Hurd 1960). Since § 2E defines “sale” as including “an attempt or an offer to sell .. . 
or a solicitation of an offer to buy. . ..,” characterizing § 4G as a panacea is perhaps 
an overstatement. Nevertheless the Illinois provision is easier to grasp and follow than 
that of the federal act. 
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under the Securities Act of 1933 should serve to demonstrate the com- 
plexities. They seem at times quite out of proportion to the importance of 
the ultimate issue. And yet registration is a sufficiently expensive and dis- 
ruptive process to put pressure upon issuers and selling shareholders to 
avoid it whenever it is not legally necessary to accomplish their objectives.® 
The result is an involved systematics and a considerable body of law and 
secondary material devoted to close and seemingly artificial distinctions in 
an area where good jurisprudence and efficient administration would be 
better served by simplicity and clarity. 

The present law as it has evolved is by no means consistent in its effects. 
In some circumstances huge blocks of securities can lawfully be put into 
the hands of the public without registration, whereas small and insignificant 
issues require the full treatment. Because the Securities Act of 1933 came 
first, it takes no cognizance of the provisions of the Securities Exchange 
Act of 1934, so that registration questions under the former must be deter- 
mined without regard to the availability of current public information pro- 
duced by the latter. 

Any substantial improvement in this state of affairs must come through 
legislation. Unfortunately, it has been difficult to get sustained congressional 
attention to matters in this field. Perhaps the new administration will 
succeed, as did the previous administration, for at least one set of amend- 
ments. If so, the revisions should be directed at clarification and coordina- 
tion of the federal securities laws generally, and not limited to the patching 
of a few supposed loopholes. 


For an excellent description of the registration process, see Wheat & Blackstone, 
Guideposts for a First Public Offering, 15 Bus. Law. 539 (1960); and for insight as to 
what the staff looks for in a registration statement, see Heller, Disclosure Requirements 
Under Federal Securities Regulation, 16 Bus. Law. 300 (1961). The Joint Committee 
on Continuing Legal Education of the American Law Institute and the American Bar 
Association publishes a handbook on the subject: THomas, Feperat Securities Act Hanp- 
Book (SEC) (1959, Supp. 1961.) 

100 Armstrong, Congress and the Securities and Exchange Commission, 45 Va. L. 
Rev. 795 (1959). 








PROBLEMS IN JURISDICTION OF 
STATE SECURITIES LAWS 


BY EDWARD M. COWETT * 


IN JULY OF 1954, immediately following graduation from the Harvard 
Law School, I joined the Harvard faculty as a Research Associate in Law. 
Working with Professor Louis Loss and as part of the Harvard Law School 
Study of State Securities Regulation,! I was privileged to spend the major 
portion of the next two years in making a detailed survey of the blue-sky 
laws, their administration and their significance to the securities industry. 

Neither Professor Loss nor I had had any prior practical experience with 
the blue-sky laws. We knew that the 46 state statutes then in effect had 
been characterized as falling within certain broad categories, but that taken 
as a whole the acts were noteworthy more for their picayune dissimilarities 
than for their broad similarities. We also knew that, while most of the 
statutes were inartistically drafted and apparently uncoordinated with federal 
laws and procedures, both the securities industry and the bar had accommo- 
dated their activities to the operation of the blue-sky laws. 

In the course of our study, we uncovered the maze that was (and still 
is) the blue-sky laws. More important, we learned just how fragile and 
how informal was the basis for the accommodation which prevented the 
functioning of a national securities market from being crippled by applica- 
tion of the blue-sky laws. 

In Cambridge we read and abstracted the more than 1,300 known blue- 
sky cases, we examined an almost equal number of formal and informal 
administrative opinions and rulings, and we literally dissected each pro- 
vision of each of the statutes. We compiled complex and voluminous charts, 
intended to illustrate both the verbal and substantive points of similarity 
and dissimilarity as to more or less comparable provisions of the various 
statutes. Eventally most of these charts were discarded because our minute 
scrutiny began to show fewer and fewer similarities and more and more 
dissimilarities. 

Away from Cambridge, we visited more than half of the administrators 
in their offices, we attended three annual conventions of the National Asso- 
ciation of Securities Administrators (now called the North American Securi- 
ties Administrators), and we saw blue-sky attorneys at work in offices in 
Boston, Chicago, Los Angeles, and New York. Detailed questionnaires were 
submitted to the administrators, and their responses thereto proved to be 


*EDWARD M. COWETT. A.B. 1951, LL.B. 1954, Harvard University; 
member of the firm of Feldman, Kramer, Bam, Nessen & Cowett, New 
York, New York. 


1Financed by grants of the Merrill Foundation for Advancement of Financial 
Knowledge, Inc. 
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an invaluable source of information, particularly with respect to hitherto un- 
confirmed administrative practices and attitudes. 

Our efforts were directed toward the drafting of a uniform blue-sky 
law—one which might prove acceptable to both regulators and regulated. 
In the very least, we sought to introduce uniformity of terminology and 
uniformity of procedure, if not uniformity of application. We recog- 
nized that (as we were fond of saying) we were “not writing upon a clean 
slate.” We acknowledged the respect which must be accorded to the blue- 
sky traditions of each state, and we accordingly aimed at a flexibly uni- 
form act, one which would permit each state to choose the particular type 
and breadth of the protection to be afforded by its own version of the 
statute. 

The Uniform Securities Act, as finally evolved, has four distinct parts: 
Part I, Fraudulent and Other Prohibited Practices; Part II, Registration of 
Broker-Dealers, Agents and Investment Advisers; Part III, Registration of 
Securities; and Part IV, General Provisions. A state may enact Part I and 
the applicable portions of Part IV, or Parts I and II and the applicable por- 
tions of Part IV, or Parts I and III and the applicable portions of Part IV, 
or the entire act. A series of tables have been prepared to specify those 
provisions of the uniform act which should be eliminated if a state chooses 
to delete one or both of Parts II and III, or some or all of the various pro- 
visions relating to investment advisers. 

In large measure, the Uniform Securities Act represents a series of 
compromises between the ideal and the practical. We could have drafted 
an act on the basis of our views of what should properly be covered by 
the blue-sky laws; if we had done so, that act would have been a mere 
academic exercise performed in an ivory tower. Instead, we chose to em- 
body within the uniform blue-sky law provisions which were drawn from 
the more than 40 years of blue-sky tradition and experience. We attempted 
to make terminology uniform, to coordinate federal and state registration 
procedures, and to recognize formally what seemed to be the informal 
accommodations which had theretofore been made as between the regulated 
and the regulators. 

Only in one area did we attempt to make a significant departure from 
the accepted pattern. Several intertwined sections of the Uniform Securities 
Act ? were intended to fill the void which existed in all statutes with respect 
to conflict of laws. We attempted to specify the particular actions which 
would require compliance with the registration and other provisions of 
the act. 

As of this writing, 13 states—Alabama, Alaska, Arkansas, Colorado, 
Hawaii, Indiana, Kansas, Kentucky, Montana, Oklahoma, South Carolina, 


2 Unirorm Securities Acr §§ 401(c) (4), 401 (f£) (6), 414. 
3 See Loss & Cowett, Bue Sky Law 180-229, 401-09 (1958). 
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Virginia, and Washington—have adopted substantially all four parts of the 
Uniform Securities Act, and one state—New Jersey—has chosen to enact 
Parts I and II, together with so much of Part IV as is appropriate thereto. 
In addition selected provisions of the uniform act have been adopted in many 
states, 

Despite the gradually increasing acceptance of the Uniform Securities 
Act, even the most friendly legislatures have chosen to omit one or more 
of the intertwined conflict of laws sections, either because of their apparent 
complexity or because of their very newness. If the uniform act might be 
adjudged a qualified success,* the conglomeration of conflict of laws pro- 
visions must be adjudged a qualified failure. 

Why this obvious reluctance to accept provisions intended to make 
certain and definite the questions of scope and jurisdiction? And why were 
these provisions deemed necessary for inclusion in the uniform act? 

To begin with, we must recognize the fundamental principle governing 
the applicability of a particular state’s blue-sky law. Whenever there is a 
sale of a security in a particular state, that state has jurisdiction to regulate 
the transaction and to license the activities of the person responsible for 
executing the transaction. However, this simple statement is too simple. 

What constitutes a sale in a state? Cannot a sale have points of contact 
with several states sufficient to justify the applicability of several blue-sky 
laws? Where A in State X telephones B in State Y and convinces him to 
purchase a security by sending payment to an office address in State Z, the 
law of contracts may be used to determine the law of that one state which 
shall govern the validity and enforceability of the contract. However, the 
laws of all three states could conceivably be extended to cover the securities 
aspects of the transaction. Do the laws of all three states apply? 

Is it of any significance that an offer to sell securities is made by an 
issuer incorporated under the laws of a state other than that in which the 
sale took place? Are there constitutional considerations which might bear 
upon a state’s ability to regulate particular sales, as, for example, where an 
offering is made pursuant to pre-emptive rights required either by the issuer’s 
certificate of incorporation or by the laws of the issuer’s state of in- 
corporation? 

In the absence of substituted service provisions, does a state have the 
ability to proceed against one who is not physically present in that state and 
whose activities have been directed into that state from outside its boundaries? 

Does the frequency of transactions, in the absence of definite statutory 
standards, have any bearing upon one’s subjection to a blue-sky law? Is it of 
significance that the seller of the securities is the bona fide individual owner 
of the stock sold? Is it of significance that the seller is not a resident of the 


*See Cowett, Developments in State Regulation of Securities, 16 Bus. Law. 897 
(1961). 
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state wherein the buyer was solicited? Similarly, is it of significance that 
the buyer is not a resident of that state? 

These and many other questions which could arise have not been de- 
cided in the overwhelming majority of the states.® Aside from the Uniform 
Securities Act, statutory provisions which might give the answer to questions 
involving scope of law and jurisdiction over persons and transactions are 
almost non-existent.® 

Violation of the blue-sky laws can lead to injunctive or criminal sanc- 
tions. Of greater practical importance, particularly to the legitimate seller 
of securities, is the potential civil liability incurred whenever an act is vio- 
lated.” Is it not of value to the securities industry (which must live with 
the ever-present threats of civil liability), to the bar (which must provide 
advice as to possible liability), and to the administrators (who must decide 
when to proceed with a claim of jurisdiction) to have statutory provisions 
which introduce an element of certainty into an area of present mystery? 

Unfortunately, the conflict of laws provisions of the Uniform Securi- 
ties Act are so closely woven into the fabric of the act that they cannot 
readily be adopted in and of themselves by a state without adoption of the 
entire act. It is therefore ironic that those states which have adopted the 
Uniform Securities Act have seen fit to emasculate the unique advantage 
offered by the complex of conflicts provisions. 

The Illinois blue-sky law is one of the most artistically drafted and 
sophisticated of the pre-uniform act statutes. Nevertheless, except for sec- 
tion 10(B), which purports to constitute the Secretary of State as agent for 
the service of process in the event of any person’s “sale or delivery” of un- 
registered, nonexempt securities in Illinois, no provision bears upon any of 
the various possible questions concerning scope of the act or jurisdiction 
thereunder. And even the solitary section 10(B) is of doubtful validity; in 
a 1957 holding by a trial court, the substituted service provision was branded 
as unconstitutional because it does not require the Secretary of State to 
send actual notice of any service made upon him thereunder. 

An attorney queried by a brokerage firm as to the necessity of becom- 
ing registered under the laws of each state into which it may send corre- 
spondence to any of its vacationing regular customers is, in view of the 
existing statutes, faced with a difficult choice. To be thoroughly conserva- 
tive in his approach to blue-sky problems, he must advise his client either 
(i) to register as a broker-dealer in any state where he may wish to contact 
vacationing clients, or (ii) to refrain from all contacts with vacationing 


5 See note 3 supra at 180-229. 


®See Cowett, Reorganizations, Consolidations, Mergers and Related Corporate 
Events (pts. 1-2), 13 Bus. Law. 418, 760 (1958). 


TSee note 3 supra at 129-79. 


8 Barker v. Massac Petroleum Enterprises, Inc., Ill. Super. Ct., Cook County, No. 
5782220 (April 16, 1957). 








304 SECURITIES REGULATION IN ILLINOIS _ [Vot. 1961 


clients when they are in states which have broker-dealer registration require- 
ments and in which he is not so registered. The advice may get even more 
complicated and burdensome if it is extended to the registration of securities. 
As a practical matter, the client will probably be told by his attorney to 
dispense with formal compliance if (i) very few of his clients are apt to be 
vacationing in a particular state, or if (ii) he has no regular clients who 
spend a considerable portion of their time in a particular state. As a further 
practical matter, very few broker-dealers will approach their attorneys with 
this kind of question. However, this simple illustration should suffice to 
demonstrate the need for some statutory solution to what is often an unseen 
problem and to what is at best a most uncomfortable dilemma. 

When the problem is phrased in terms of the other advice which a 
responsible broker-dealer might seek, it is shown to be an acute one. For 
example: Is registration required where selling literature is sent to clients 
who have their residence in one state (in which the broker-dealer is not regis- 
tered) and their business offices in another (the state wherein the broker- 
dealer does business)? Is registration required when advertising is carried in 
newspapers which might reasonably be expected to have significant circula- 
tion in states other than the state in which the broker-dealer regularly does 
business? Is registration required in order to handle transactions for a client 
who resides in another state? Is registration required if the broker-dealer 
regularly entertains clients in a state other than the one in which both the 
clients and the broker-dealer reside and do business? 

The variations on the theme are limitless. The answers under present 
statutes are largely unknown—and the statutes provide no significant hints. 
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ATTORNEY DISCIPLINARY PROCEEDINGS IN ILLINOIS: 
CURRENT VIEWS ON RECURRING PROBLEMS 


In the old days a lawyer was “disbarred” by being literally thrown over the 
bar, a substantial barrier of iron or wood that separated the court and its official 
staff from the litigants and others.1 Today disbarments are less demonstrative 
but still serve the useful purpose of purging the bar of unfit members. 

An attorney’s right to practice law in Illinois is neither a property right nor 
a privilege protected by the Constitution but is a conditional privilege revocable 
at the pleasure of the supreme court.2 The court’s power to suspend or disbar an 
attorney has been said to be an inherent judicial power.? In addition, the court 
is expressly authorized by statute * to strike attorneys’ names from the roll for 
their malconduct. 

Disciplinary action taken to maintain high standards of integrity in the legal 
profession is not penal in nature.5 The avowed purpose of such a proceeding is 
to protect the court and the public against unfit or dishonest attorneys ® and to 
insure the high standing and reputation of the bar. Ultimately, the question jn 
attorney discipline cases is not merely whether the accused committed the act of 
which he was accused but also whether the attorney, if he did commit the 
act, has thereby shown himself to be unfit to manage the legal affairs of others 
in the future. 

In deciding what conduct is sufficient to warrant discipline the courts often 
look to the canons of ethics that have been adopted by the state bar associations. 
However, courts differ as to the force and effect of such canons.- A few jurisdic- 
tions have adopted the canons as statutory law,’ one has seemingly given them 
the force of decisional law,® and another has held their value to be educational 
only.® The majority of courts, including Illinois, have held that the canons do 
not have the effect of law, but are self-imposed rules upon the attorneys, con- 
stituting general guides for professional conduct in the cases to which they 


apply. 


1Puiinc, THe Orper oF THE Coir, 187-88; Bellot, Some Early Law Courts, 38 
L.Q. REv. 168-70 (1922); Byrchley’s Case, Jenkyn’s Rep. 262, 145 Eng. Rep. 187 (1584). 

2 See Bradwell v. Illinois, 83 U.S. 130 (1872). 

3 In re Roth, 398 Ill. 131, 75 N.E.2d 278 (1947); People ex rel. Ludens v. Harris, 
273 Ill. 413, 112 N.E. 978 (1916); People ex rel. Chicago Bar Ass’n v. Czainecki, 268 III. 
278, 109 N.E. 14 (1915). 

*Iut. Rev. Stat. c. 110, § 101.59 (1959). Also, any judge of a circuit court or of 
the Superior Court of Cook County is authorized to suspend an attorney from practice 
in the court over which he presides for such time as he may deem proper as punishment 
for misconduct. Itt. Rev. Stat. c. 13, § 6 (1959). See Wayland v. City of Chicago, 369 
Ill. 43, 15 N.E.2d 516 (1938). 

5 In re Power, 407 Ill. 525, 96 N.E.2d 460 (1951) (misuse of client’s funds); In re 
Melnick, 383 Ill. 200, 48 N.E.2d 935 (1943) (conversion of funds); In re Borchardt, 357 
Ill. 458, 192 N.E. 383 (1934) (conversion of funds). 

6In re Alschuler, 388 Ill. 492, 58 N.E.2d 563 (1945) (engaging in fraudulent 
scheme); Jn re Patlak, 368 Ill. 547, 15 N.E.2d 309 (1938) (conviction of larceny and 
conversion of funds). 

7 Wash. Laws 1921, c. 126, § 15; See State ex rel. Mackintosh v. Rossman, 53 Wash. 
1, 101 Pac. 357 (1909). 

8 In re Morrison, 43 S.D. 185, 178 N.W. 732 (1920). 

9 In re Clifton, 33 Idaho 614, 196 Pac. 670 (1921). 

10 Phipps v. Wilson, 186 F.2d 748 (7th Cir. 1951); People ex rel. Chicago Bar Ass’n 
v. Gilmore, 345 Ill. 28, 177 N.E. 710 (1931). 
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The supreme court has expressly stated 11 that it will determine the causes 
for discipline apart from any statutory provision. Furthermore, it has been held 
that the fact that the particular conduct in question has not previously been a 
subject of disciplinary proceedings does not preclude punishment by the court 
where warranted.!2_ Nevertheless, some guides are available to lawyers in the 
conduct of their affairs. As a general rule it may be said that no attorney in Illi- 
nois will be allowed to engage in the conduct of his profession in such a manner 
as to bring it into disrepute,!* nor will he be allowed to practice if he has shown 
himself to be one who cannot properly be trusted to advise and act for clients.!4 

Within the framework of the general rules set out above, the court formulates 
more specific rules of conduct and discipline on a case by case basis. A survey 
and analysis of the decisions on attorney discipline in recent years may be helpful 
in determining just how effective the court has been in policing the legal pro- 
fession in Illinois. 

Commission of a crime }® or other acts involving moral turpitude 1* have 
usually provided the court with a case ratheg easy of solution. A common ex- 
ample of such flagrant misconduct is the practice of conversion or misappropria- 
tion of client’s funds. On many occasions the court has held that conversion 
or misappropriation of funds involves moral turpitude, is a flagrant violation of 
the duties of an attorney, and is sufficiently reprehensible to warrant disbar- 


11 “Tt is not necessary that the statute enumerate and define the causes for which 
an attorney’s name may be stricken from the roll of attorneys. ... It rests with the 
court to determine who are qualified to become its officers as attorneys and for what 
causes they shall be removed though the statute pronounces certain acts of attorneys 
grounds for disbarment.” In re Needham, 364 Ill. 65, 70, 4 N.E.2d 19, 21 (1936). 

12 Im re Information to Discipline Certain Attorneys of the Sanitary Dist. of Chi- 
cago, 351 Ill. 206, 184 N.E. 332 (1933) (Fifty-six attorneys had allowed their names to 
be placed on the public payroll though they were going to render little if any service 
for the pay. Held: such conduct constitutes a breach of duty to the public subjecting 
attorneys to discipline, and the conduct is not excused because it has not previously 
been held unprofessional or unethical in a disbarment proceeding). 

13 Jn re Donaghy, 402 Ill. 120, 83 N.E.2d 560 (1949) (soliciting personal injury 
cases) ; In re Mitgang, 385 Ill. 311, 52 N.E.2d 807 (1944) (splitting fees with investigator) ; 
People ex rel. Chicago Bar Ass’n v. Sherwin, 364 Ill. 350, 4 N.E.2d 477 (1936) (fraudu- 
lently altering court and public records); People ex rel. Chicago Bar Ass’n v. Jackson, 
322 Ill. 618, 153 N.E. 621 (1926) (demanding money for information concerning stolen 
goods); People ex rel. Deneen v. Gilmore, 214 Ill. 569, 73 N.E. 737 (1905) (embezzle- 
ment and concealment of former conviction of crime). 

14 In re Melin, 410 Ill. 332, 102 N.E.2d 119 (1951) (commingling of funds); In re 
Yablunky, 407 Ill. 111, 94 N.E.2d 841 (1950) (conversion of funds); People ex rel. Chi- 
cago Bar Ass’n v. Gilmore, 345 Ill. 28, 177 N.E. 710 (1931) (purchasing interest in subject 
matter of litigation); People ex rel. Chicago Bar Ass’n v. Meyerovitz, 278 Ill. 356, 116 
NE. 189 (1917) (appropriating funds held in escrow). 

15 In re Eaton, 14 Ill. 2d 338, 152 N.E.2d 850 (1958) (conviction of using the United 
States mails to defraud); Im re Teitelbaum, 13 Ill. 2d 338, 150 N.E.2d 873 (1958) (con- 
viction of violation of Internal Revenue Code); Jn re Needham, 364 Ill. 64, 4 N.E.2d 19 
(1936) (conviction of using United States mails for purposes of obtaining money and 
property by means of fraud and false pretenses). 

16 Jy re Alschuler, 388 Ill. 492, 58 N.E.2d 563 (1945). The court described moral 
turpitude as being that which an attorney does knowingly and which is contrary to 
justice, honesty, or good morals. 
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ment.!? This rule obtains whether the conversion occurred through the attorney’s 
failure to pay over money collected for the client 18 or by his appropriation of 
trust funds to his own personal use.!® Later restitution is no defense,2° though 
it may be considered in mitigation. 

In recent years the court has dealt firmly with those charged with conversion 
of funds, and has repeatedly disbarred the respondents where the evidence clearly 
showed intentional conversion.2! Suspension rather than disbarment has been 
given where the court has found that the evidence was not sufficient to show a 
corrupt motive,?? that the commingling of funds might have been negligent,?* 
or where bad checks were given for funds received.?4 

A recent development in this area has arisen under convictions of income tax 
evasion. In In re Teitelbaum,?5 an attorney convicted of violating the Internal 


17 People ex rel. Chicago Bar Ass’n v. Hansen, 352 Ill. 144, 185 N.E. 225 (1933); 
People ex rel. Chicago Bar Ass’n v. Olson, 322 Ill. 210, 153 N.E. 348 (1926); People 
ex rel, Black v. Smith, 290 Ill. 241, 127 N.E. 877 (1919). 

18 People ex rel. Chicago Bar Ass’n v. Green, 353 Ill. 638, 187 N.E. 811 (1933); 
People ex rel. Chicago Bar Ass’n v. Simmons, 341 Ill. 340, 173 N.E. 398 (1930); People 
ex rel. Healy v. Allen, 244 Ill. 393, 91 N.E. 463 (1910); People ex rel. Waymen v. 
Chamberlin, 242 Ill. 260, 89 N.E. 994 (1909); People ex rel. Hungate v. Cole, 84 Ill. 327 
(1876). 

19 In re Melnick, 383 Ill. 200, 43 N.E.2d 935 (1943); Im re Patlak, 368 Ill. 547, 15 
N.E.2d 309 (1938); People ex rel. Chicago Bar Ass’n v. Templeman, 363 Ill. 152, 1 N.E.2d 
850 (1936); In re Mack, 360 Ill. 343, 196 N.E. 197 (1935); In re Casey, 359 Ill. 496, 195 
NE. 39 (1935); Im re Borchardt, 357 Ill. 458, 192 N.E. 383 (1934); In re Zahn, 356 Ill. 
282, 190 N.E. 419 (1934). 

20 In re Both, 376 Ill. 177, 33 N.E.2d 213 (1941); In re Doss, 367 Ill. 177, 12 N.E.2d 
659 (1938); People ex rel. Chicago Bar Ass’n v. Chancellor, 358 Ill. 112, 192 N.E. 641 
(1934). 

21 In re Ashbach, 13 Ill. 2d 411, 150 N.E. 531 (1958) (attorney settled claims without 
authority from client; in other claims which he had authority to settle he chose to 
forge, imitate, or simulate the signatures of his clients on releases and on checks and 
drafts issued in settlement of claims so that he could withhold information of such 
settlements from the clients); Im re Clark, 8 Ill. 2d 314, 134 N.E.2d 281 (1956) (attorney 
converted money given to him for specific purposes by client); Jn re Thomson, 3 Ill. 2d 
308, 121 N.E.2d 490 (1954) (attorney withheld funds belonging to clients and others up 
to forty-three months or until criminal proceedings were instituted); In re Rosenberg, 
413 Ill. 554, 110 N.E.2d 186 (1953) (attorney converted client’s funds because of adverse 
financial conditions); Jn re Koptik, 406 Ill. 141, 92 N.E.2d 462 (1950) (attorney procured 
money from clients on pretense of performing services, converted it, and upon an ac- 
counting attempted to offset the amount by excessive fees). 

22 In re Power, 407 Ill. 525, 96 N.E.2d 460 (1951). Four times in seven years at- 
torney received funds from clients for specific purposes and failed to accomplish the 
directed purpose, though he later made restitution. The attorney was suspended one 
year rather than disbarred because it was not clearly proved the attorney’s acts pro- 
ceeded from corrupt motives. 

23 In re Melin, 410 Ill. 329, 102 N.E.2d 119 (1952). As executor of several estates, 
the attorney permitted estates’ funds to be commingled with his personal funds in his 
bank account and permitted the bank balance to fall below the total funds of the 
estates. The attorney was suspended three months on a finding that he had been grossly 
negligent. 

24 In re Abbamonto, 19 Ill. 2d 93, 166 N.E.2d 62 (1960). The court found “bad 
checks” were due not to a fluctuating bank balance but to improper motives. The at- 
torney was suspended five years as recommended by the Board of Commissioners. 


25 13 Ill. 2d 338, 150 N.E.2d 873 (1958). 
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Revenue Code was suspended for three years rather than being disbarred as 
recommended by the Commissioners, even though the court had found earlier 
that the crime involved moral turpitude. The court’s decision seemed to turn 
upon its finding of certain mitigating circumstances.2* In In re Greenberg,?" the 
court reasserted that a tax evasion conviction constituted a crime of moral 
turpitude warranting disbarment 28 but once again found extenuating circum- 
stances in that: (1) respondent promptly paid his taxes after the indictment was 
brought, (2) no attempt had been made to disbar respondent in the federal 
courts, and (3) respondent had practiced in Illinois for forty-five years with a 
previous reputation for “integrity, honesty, and probity.”?9 Teitelbaum and 
Greenberg present an interesting contrast with the approach traditionally fol- 
lowed by the court where other acts of moral turpitude were involved. It seems 
difficult to understand the court’s disposition to find “extenuating circumstances” 
in the tax cases since it could well be argued that cheating one’s client and 
cheating the government are equally reprehensible. 

The area of unethical legal conduct mosg frequently before the scrutiny of 
the courts in recent years has been that of advertising and solicitation, particularly 
the type of solicitation known as “ambulance chasing.” Solicitation of personal 
injury cases is prohibited by the canons of ethics,3® which, however do not de- 


26 The respondent had paid his taxes before the indictment, and the court was 
“impressed” with the fact that indictment and prosecution followed a jeopardy assess- 
ment and payment contrary to the previous well-known policy of the government in 
that type of situation. 

2721 Ill. 2d 170, 171 N.E.2d 615 (1961). 

8 Jn re Teitelbaum, 13 Ill. 2d 338, 150 N.E.2d 873 (1958). On this point Illinois 
seems to be in the minority, the majority of states viewing the crime as one not neces- 
sarily involving moral turpitude. See, e.g., In re Hallihan, 43 Cal. 2d 243, 272 P.2d 768 
(1954); People ex rel. Dunbar v. Fischer, 132 Colo. 131, 287 P.2d 973 (1955); Baker v. 
Miller, 234 Ind. 96, 138 N.E.2d 145 (1956); Louisiana State Bar Ass’n v. Steiner, 204 La. 
1073, 16 So.2d 843 (1944); Rheb v. Bar Ass’n of Baltimore City, 186 Md. 200, 46 A.2d 
289 (1946); In re Diesen, 173 Minn. 299, 217 N.W. 356 (1928). 

Two New Jersey cases, however, have gone to the other extreme and held that 
the sole fact of conviction for income tax evasion is a basis for disbarment without any 
indication that surrounding circumstances are taken into consideration or deemed perti- 
nent. See Jn re Kafer, 17 N.J. 212, 111 A.2d 64 (1954); In re De Puy, 10 N.J. 282, 90 
A.2d 19 (1952). 

29 In re Greenberg, 21 Ill. 2d 170, 171 N.E.2d 615 (1961). It should be noted that 
Greenberg paid his taxes after the indictment, whereas Teitelbaum paid his before the 
indictment. That no proceeding had been brought in the federal courts would seem 
to establish no more than that the federal prosecutor was awaiting the outcome of the 
state proceeding. Previous years of practice with a good reputation in other cases has 
been held to be no defense to charges of specific acts of misconduct. In re McCallum, 
391 Ill. 400, 64 N.E.2d 310 (1946); Im re McGarry, 380 Ill. 359, 44 N.E.2d 7 (1942); 
People ex rel. Chicago Bar Ass’n v. Chancellor, 358 Ill. 112, 192 N.E. 641 (1934); People 
ex rel. Chicago Bar Ass’n v. Johnson, 288 Ill. 555, 123 N.E. 513 (1919); People ex rel. 
Chicago Bar Ass’n v. Edelson, 313 Ill. 701, 145 N.E. 246 (1924). As to its being con- 
sidered as a mitigating factor, it would seem just as easy to interpret such long experience 
as showing that the respondent’s action was a willful and knowing decision to cheat on 
his income taxes. 

80 “Tr is unprofessional for a lawyer to .. . breed litigation by seeking out those 
with claims for personal injuries . . . in order to secure them as clients, or to employ 
agents or runners for like purposes, or to pay or reward, directly or indirectly, those 
who bring or influence the bringing of such cases to his office.” Canon 28, Canons of 
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fine the term “solicitation,” thus leaving the scope of the prohibition to the 
supreme court. Not all methods of securing business are unethical, and the 
attorney is not required to remain entirely passive.21 On the other hand, some 
fairly recent cases have shown that visiting the prospective client,?? or hiring a 
third party to find business,3* or using methods amounting to fraud 84 or duress *5 
clearly constitute conduct against which the canons are directed. 

Ostensibly the court is gravely concerned with the dangers of ambulance 
chasing; 9% however, its reluctance to enforce effective sanctions against the 
practice has been demonstrated by its consistent refusal to adopt without modi- 
fication, disciplinary action recommended by its Commissioners.37 The court’s 
approach to this problem has not been altogether consistent, but from the de- 
cisions three general trends can be noted. Where the solicitation consists of 
fraud or duress, or where it includes other unethical acts, the decisions have 
tended toward suspension or disbarment.2® Where the attorney is of questionable 
reputation or competency and is charged with mere acts of solicitation un- 
accompanied by other malconduct, suspension is the more likely punishment.®® 


Professional Ethics of the Illinois Bar Association. Canon 27 states that it is “unprofes- 
sional to solicit professional employment through . . . touters or by personal communi- 
cations of interviews not warranted by personal relations. . . .” 

31 See In re Mitgang, 385 Ill. 311, 331, 52 N.E.2d 807, 816 (1944). For the extreme 
view that all solicitation should be prohibited, see Drinker, Lecat Ernics 210-12 (1st ed. 
1953); Hart, Ambulance Chasing, 6 Cau. S.B.J. 81 (1931); Comment, 47 Nw. ULL. Rev. 
895, 897-99, 903-07 (1953). For a contrary opinion, see Brennan, The Bugaboo, “Ambu- 
lance Chasing,” 6 Cat. S.B.J. 37 (1931). 

32 Im re Veach, 1 Ill. 2d 264, 115 N.E.2d 257 (1953); In re Donaghy, 402 Ill. 102, 
83 N.E.2d 560 (1940). But see People ex rel. Chicago Bar Ass’n v. Edelson, 313 Ill. 601, 
145 N.E. 246 (1924), where an attorney, who in good faith rounded up clients in order 
to have sufficient creditors for a petition in bankruptcy, was found not to have acted 
unethically. However, this case has been largely ignored. See People ex rel. Chicago 
Bar Ass’n v. Ashton, 347 Ill. 570, 180 N.E. 440 (1932). 

83 See In re Cohn, 10 Ill. 2d 186, 139 N.E.2d 301 (1957) (investigator); In re Mit- 
gang, 385 Ill. 311, 52 N.E.2d 807 (1944) (physician at hospital and runners); Jn re 
Dunn, 370 Ill. 413, 19 N.E.2d 186 (1939) (hospital director). 

84 In re McCallum, 391 Ill. 400, 64 N.E.2d 310 (1945). 

35 In re Harris, 383 Ill. 336, 50 N.E.2d 441 (1943); In re Goodman, 377 Ill. 178, 36 
N.E.2d 259 (1941). 

36 Im re Cohn, 10 Ill. 2d 186, 189-90, 139 N.E.2d 301, 303 (1957): “The practice 
of solicitation, as exemplified in this case is one of the most serious problems confronting 
the profession. It is condemned by the Canons of Ethics of every bar association, and 
yet some lawyers persistently engage in such improper conduct, bringing the entire 
profession into disrepute. The evils of so-called “ambulance chasing” are well known, 
and have been made the object of repeated criticism in our courts and elsewhere.” 

87 In re Cohn, 10 Ill. 2d 186, 139 N.E.2d 301 (1957) (Commissioners recommended 
suspension for five years; censured); Im re Veach, 1 Ill. 2d 443, 115 N.E.2d 257 (1953) 
(Commissioners recommended disbarment; suspended for five years); In re Donaghy, 
402 Ill. 120, 83 N.E.2d 560 (1948) (three-year suspension recommended; proceeding 
discharged); Im re Mitgang, 385 Ill. 311, 52 N.E.2d 807 (1944) (disbarment recom- 
mended; censured); Jn re Dunn, 370 Ill. 413, 19 N.E.2d 186 (1939) (disbarment recom- 
mended; proceeding discharged). 

88 See In re McCallum, 391 Ill. 400, 64 N.E.2d 310 (1945); In re Harris, 383 Ill. 336, 
50 N.E.2d 441 (1943). 

89 See In re Veach, 1 Ill. 2d 443, 115 N.E.2d 257 (1953). 
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Where there is mitigating evidence tending to establish the attorney’s competence 
and good character, the court may reduce the discipline to mere censure.‘® 

One of the latest pronouncements of the supreme court on ambulance 
chasing, Jn re Cobn,*! represents a remarkable departure from the traditional 
position of discouraging aggressive methods of business seeking. Cohn admitted 
thirteen of twenty-four charges of solicitation over a three-year period which 
involved fees of $40,000. The court emphasized that no fraud was involved, that 
respondent had a good reputation and satisfied clientele, and that respondent had 
promised not to transgress in the future. Cohn was censured despite the Com- 
missioners’ recommendation of a five-year suspension and the warning of two 
dissenting justices that some lawyers would gladly risk future censure to gain 
present profit.4? 

Another method of solicitation that has attracted judicial attention is the 
advancement of funds to clients. The Committee on Professional Ethics and 
Grievances of the American Bar Association, in Opinion 288,43 urged that when 
an attorney pays substantial sums of money_to a client covering subsistence for 
the client, such practice constitutes a clear violation of Canon 42.44 From the 
Committee’s opinion it appears that for expenses to be lawfully incurred they 
must be directly connected with the costs of litigating the case, e.g., court costs 
and witness fees as distinguished from advances covering subsistence for the 
client.*5 

The Illinois decisions have not followed this suggestion. In People ex rel. 
Chicago Bar Ass’n v. McCallum, the court held that advancements to needy 
clients for living expenses during the pendency of the suit were not grounds for 
disbarment nor against public policy. It is not suprising, therefore, that in a more 
recent case 47 it was held that advancements made to one client who was the 
only surviving witness to an automobile accident involving another unsolicited 


40 In re Cohn, supra note 36. 

41 In re Cohn, supra note 36. 

#2 Id. at 192, 139 N.E.2d at 304 (dissenting opinion): “Censure misses the mark in 
a case like this one. Respondent deliberately and systematically solicited business to 
make money. He succeeded. If we assume that censure will keep him from resuming 
operations, there are others who might be quite willing to choose a certain and sub- 
stantial present profit against the risk that if their activities are discovered the conse- 
quence will be a formal censure buried in the reports of this court.” 

The decision in In re Cohn seems to have prompted legislative action. The same 
year the Illinois legislature passed a bill making it “unlawful for any person not an 
attorney at law to solicit for money, fee, commission, or other remuneration directly 
or indirectly in any manner whatsoever, any demand or claim for personal injuries 
or for death for the purpose of having an action brought thereon, or for the purpose 
of settling the same.” Those violating the act are guilty of a misdemeanor which is 
punishable by a fine ranging from fifty to five-hundred dollars or by imprisonment in 
the county jail for a period not to exceed six months. Any contracts made in violation 
of the act are to be void and unenforceable. Int. Rev. Stat. c. 13, §§ 15-17 (1959). 

48241 A.B.A.J. 33 (1953). 

44 Ibid. Canon 42 reads: “EXPENSES.—A lawyer may not properly agree with a 
client that the lawyer shall pay or bear the expense of litigation; he may in good faith 
advance expenses as a matter of convenience, but subject to reimbursement.” 

45 See Opinion 288, supra note 43. 

46 341 Ill. 578, 143 N.E. 827 (1930). 

47 In re Moore, 8 Ill. 2d 373, 134 N.E.2d 324 (1956). 






































SUMMER] COMMENTS 313 


client were permissible because of the attorney’s good motives and because it 
was the only way of keeping the witness available. While advancements to clients 
may be made under proper circumstances, fee splitting 48 and advertising #® have 
not been allowed. With the exception of ambulance chasing, however, the cases 
in these areas have been rather sparse. 

In summary, the cases dealing with conversion or misappropriation of funds 
seem to indicate that the court perceives the seriousness of the evil and has 
adequately discouraged such conduct by apprising attorneys that severe punish- 
ment will follow. Income tax evasion, however, has not been dealt with as firmly, 
even though it has been affirmatively characterized as a crime involving moral 
turpitude by the court. In the area of solicitation it seems that ambulance chasing 
is tacitly condoned where the attorney does well by his client—at least no worse 
than censure is to be expected except in extreme cases of fraud, overreaching, or 
incompetency. The small number of cases concerning advancements, fee splitting, 
and advertising would seem to indicate that the decisions there have reasonably 
restrained abuses of these methods of solicitation. 

It is submitted that the court should assume a more stringent attitude in 
dealing with income tax evasion and ambulance chasing. A persistence in the 
present tendency to impose only minimal reprisals for such misconduct may 
even encourage further misconduct by lawyers willing to take a calculated risk. 


Wituu L. Hutse 


FARM LANDLORD’S VICARIOUS PARTICIPATION IN TENANT’S 
OPERATIONS QUALIFIES THE RENT AS INCOME FOR 
SOCIAL SECURITY PURPOSES 


The expansion in recent years of the coverage and benefit provisions of the 
Federal Social Security Act has added a new dimension to the organizational 
planning of self-employed farmers. When eligibility was first extended to this 
group by the Social Security Amendments of 1954,1 it became necessary for 
many farmers to re-examine their affairs with an eye towards qualifying for 
coverage. The self-employed farmer now found himself in the somewhat 
anomalous position of seeking methods to increase, rather than to minimize, his 
taxable “net earnings from self-employment.” 2 

Under the language of the statute, the form in which the farmer chose to 
cast his operations became a decisive factor in determining eligibility. In defining 
self-employment income the statute specifically excluded “rentals from real 
estate ... (including such rentals paid in crop shares) ....” 3 Thus, if a farmer’s 
operational scheme was interpreted as a leasing arrangement, the income received 
therefrom could not be counted toward social security coverage. Congress’ de- 
cision to exclude all farm rentals apparently reflected a belief that the situation 


48 People ex rel. Chicago Bar Ass’n v. Berezniak, 292 Ill. 305, 127 N.E. 36 (1920). 

49 People ex rel. Moses v. Goodrich, 79 Ill. 148 (1875). 

1 Social Security Act § 211, 68 Stat. 1055 (1954), as amended, 42 U.S.C. § 411 (1958). 
The same language is employed by Int. Rev. Cope or 1954, § 1402. 

2 This is the term employed by the statute in defining those earnings which are 
included in computing liability and benefits. 

8 Social Security Act § 211(a)(1), 68 Stat. 1055 (1954), as amended, 42 U.S.C. 
§ 411(a) (1) (1958); Int. Rev. Cope or 1954, § 1402 (a) (1). 
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of the farm landlord was wholly analogous to that of the urban lessor where 
investment capital produces the return and personal activities are generally in- 
significant. In many farm arrangements, however, the personal activities of the 
landlord play a significant role in the overall operation.* 

The Social Security Amendments of 1956 made an exception to the exclusion 
of rental income for those farm landlords who take an active role in operating 
the farm.5 Farm rentals now qualify as self-employment income if two major 
requirements are satisfied: first, the landlord must be able to establish the 
existence of an arrangement® with the tenant which specifies that the tenant 
shall produce agricultural or horticultural commodities on the land and that 
there shall be material participation by the landlord in the production or manage- 
ment of the production. The statute itself offers no criteria by which to gauge 
the sufficiency of the landlord’s contributions in order to determine whether they 
are “material.” However, certain flexible standards were set forth by the Senate 
Finance Committee Report? on the 1956 amendments, and have been subse- 
quently implemented by two administrative publications.’ Briefly, material 
participation depends on all the facts in the case and on the extent to which the 
following conditions exist: 


(1) physical participation in production; 

(2) formulation of significant management decisions; 

(3) periodic inspection of production activities; 

(4) periodic consultation with the tenant regarding production activities; 
(5) furnishing farm equipment or livestock; 

(6) payment of, or assumption of liability for, production expenses.® 


Recently, a significant question involving the scope of the 1956 change has 
been before the federal courts. In two cases, the courts have been called upon 
to decide whether Congress meant that material participation must be predicated 
upon the personal activity of the landlord or whether vicarious participation will 
suffice. The Social Security Administration took the position that, while a farm 
operator could be self-employed through agents, rental income would not be 
considered self-employment income under the material participation provision 
unless the participation has been that of the landlord himself.!® 


*See O’Byrne, Farm Income Tax Manuat § 1108 (rev. ed. 1958). 

5 Social Security Act § 211(a) (1), 70 Stat. 824 (1956), 42 U.S.C. § 411(a) (1) (1958); 
Int. Rev. Cope or 1954, § 1402 (a) (1). In its amended form, the statute now provides: 
“There shall be excluded rentals from real estate . . . (including such rentals paid in 
crop shares) ... except that the preceding provisions of this paragraph shall not apply 
to any income derived by the owner or tenant of land if (A) such income is derived 
under an arrangement, between the owner or tenant and another individual, which pro- 
vides that such other individual shall produce agricultural or horticultural commodities 
. .. and that there shall be material participation by the owner or tenant in the pro- 
duction or the management of the production ..., and (B) there is material participa- 
tion by the owner or tenant... .” 

6 Although a written agreement is not required, Rev. Rul. 57-58, 1957-1 Cum. Butt. 
270, 271, the advantages of a writing in proving the agreement are obvious. 

7S. Rep. No. 2133, 84th Cong., 2d Sess. (1956). 

8 Rey. Rul. 57-58, 1957-1 Cum. Butt. 270; I.R.S. Publication No. 363, which also 
appears as OASI-33d, a Social Security pamphlet. 

9 Tbid. 

10See O'Byrne, Farmers’ Income Tax and Social Security—Current Developments, 
7 Prac. Law. 46, 72 (1961). 














SUMMER] COMMENTS 315 


In Henderson v. Flemming," the claimant, an elderly woman whose land 
was leased to sharecroppers, attempted to qualify on the basis of supervision and 
direction carried on for her by her son. It was not controverted that the son’s 
activities would have been deemed “material” had they been performed directly 
by the claimant herself. However, the Social Security Administration and the 
federal district court ruled that services performed by an agent did not satisfy 
the demands of the statute. The Court of Appeals for the Fifth Circuit reversed,!* 
holding that vicarious participation was sufficient. The court interpreted the 
1956 amendment as recognition that under some arrangements the farm landlord 
and his tenant are engaged practically in a joint venture. “Once that position is 
reached, there is nothing to distinguish it from other self-employment businesses.” 
Just as the operators of other businesses might choose to conduct their affairs 
through agents or employees, so, the court reasoned, might those engaged in 
agricultural operations tantamount to joint ventures materially participate through 
the activities of their agents.13 The decision went so far as to indicate, by way of 
dictum, that material participation can be achieved entirely through the furnish- 
ing of “cash, credit or supplies” needed for production.!4 

In Harper v. Flemming,5 the situation was substantially the same as in 
Henderson. The claimant employed the trust department of a bank to manage 
the farm which was leased out on shares. Again, the Administration ruled that 
the amendment extended old age benefits only to those owners who directly 
performed physical or managerial functions. However, the district court held 
that the activity of the bank inured to the benefit of the claimant as “material 
participation by the owner” within the meaning of the statute. On appeal, the 
Court of Appeals for the Fourth Circuit agreed that personal participation was 
not required.1¢ Aligning itself with the Fifth Circuit, the court held that the 
inclusion by Congress of farm landlords who materially participate in the pro- 
duction or the management of production of agricultural commodities was indic- 
ative of a legislative intent “to bring the treatment of farm owners into line with 
that accorded other self-employed persons.” 17 

It is difficult to discover any affirmative manifestation that Congress spe- 
cifically envisioned extension of coverage to those farm landlords who participate 
vicariously in production. Nevertheless, the legislative history of the 1956 amend- 
ments does offer some indication that the courts of appeal in the instant cases 
arrived at a sound conclusion. In defining the purpose and scope of the bill, the 
Senate Finance Committee stated that it “has consistently held the view that the 
coverage of the program should be as nearly universal as possible.” 18 With this 
philosophy in mind, it would seem that borderline cases should be resolved with 
an eye towards a liberal extension of coverage. 

Senator Capehart, sponsor of the 1956 act, remarked that the legislation was 
intended to entitle farmers to the same benefits which other people receive.!® 


111 A CCH UNEMPLOYMENT INs. REP. { 8836 (N.D. Ala. 1960). 
12 283 F.2d 882 (5th Cir. 1960). 
18 Jd, at 888. 


14 Jd. at 888. This contradicts the position taken by the Social Security Administra- 
tion in OASI-33d. 


15 185 F. Supp. 14 (E.D.N.C. 1960). 

16 288 F.2d 61 (4th Cir. 1961). 

17 Id. at 63. 

18S, Rep. No. 2133, 84th Cong., 2d Sess. 1 (1956). 
19 102 Cone. Rec. 13819 (1956). 
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In this regard, it should be noted that the only income which may be counted 
as “net earnings from self-employment” for the purpose of achieving benefits 
is that derived from carrying on a trade or business. Identical regulations, 
promulgated by the Social Security Administration 2° and the Internal Revenue 
Service,?! provide that “the trade or business must be carried on by the individual 
either personally or through agents or employees.” Seemingly, farming should 
be regarded as a trade or business within the purview of these regulations. The 
fact that a farmer chooses to utilize agents in satisfying the demand of the statute 
for participation with the tenant should not preclude his right to coverage. 

The instant cases are illustrative of the problems which have arisen from 
the use of the “material participation” test in the Social Security Act. It is sub- 
mitted that the statute, as it now stands, exalts form over substance, often 
ignoring the overall policy behind our social security legislation. The Senate 
Committee on Finance has stated that “the old-age and survivors insurance pro- 
gram is designed to provide partial protection against loss of earned income upon 
the retirement or death of the worker.” 22 -With this broad objective in mind, it 
is interesting to note the emphasis which the statute places upon formal organiza- 
tion planning. In Foster v. Flemming,*8 for example, the district court felt com- 
pelled to deny a seemingly meritorious vicarious participation claim solely be- 
cause the services performed by the agent were not sufficiently provided for in 
an arrangement between landlord and tenant. 

Regardless of the type of operational plan which he selects, the farm land- 
lord’s right to social security benefits is too often dependent upon the drafting 
prowess of his attorney. In order to qualify his client, a lawyer initially will plan 
the farm operation around a material participation lease. He must then devote 
his attention to building a satisfactory record of participation by compiling 
thorough memoranda of the landlord’s activities. Once the landlord qualifies and 
attains age sixty-five, the program will be shifted to a non-participating lease in 
order to avoid the kind of income which can reduce benefits.24 Actually, the 
activity of the farmer may vary only slightly regardless of the formal wording 
of the lease. Thus a claimant’s case may well hinge upon the sophistication of 
the counsel whom he retains. 

Perhaps Congress should afford further recognition to the fact that the great 
majority of crop-share and percentage-rental arrangements involve substantially 
more than a bare rental plan or investment operation for the preservation of 
capital. As stated earlier, the landlord who leases his farm on shares is typically 
in a position analogous to that of the small business entrepreneur. Just as the 
earnings of the businessman are treated as self-employment income without 
regard to the exact degree of participation by the owner, so, it would seem, 
should the income of the farm landlord who leases his property on a crop-share 
basis be similarly treated. By abandoning the artificial standards brought about 
by the introduction of the nebulous concept of “material participation,” Congress 
could eliminate many of the inequities now inherent within the statute. 


Stuart E. ScuIirFer 


2026 C-F.R. § 404.1051(b) (1957). 

*1 Treas. Reg. § 1.1402(a)—1(b) (2) (1957). 

22S. Rep. No. 2133, 84th Cong., 2d Sess. 1 (1956). 

23 190 F. Supp. 908 (N.D. Iowa 1960). 

*4 Social Security Act § 203, 49 Stat. 623 (1935), as amended, 42 U.S.C. § 403 (1958). 
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FEDERAL JURISDICTION TO ENJOIN BREACH OF NO-STRIKE 
CLAUSE IN COLLECTIVE BARGAINING AGREEMENT 


The Norris-LaGuardia Act deprives federal courts of jurisdiction to issue 
injunctions in cases “involving or growing out of a labor dispute.”1 This act 
evolved through constant agitation by proponents of organized labor who felt 
courts were abusing the injunctive power by preventing unions from developing 
the economic self-help coercive activities necessary to their economic program. ? 
In passing the statute, Congress ushered in a laissez-faire philosophy that unions 
and employers, as long as they refrained from fraud, violence, or intimidation, 
should be free to settle their own labor disputes.? Such a philosophy, however, 
was short-lived. Subsequent legislation, including the 1934 amendments to the 
Railway Labor Act,* and the National Labor Relations Act,®5 repudiated this 
thesis and established a national labor policy in which federal law played a large 
part. But despite this later legislation, Norris-LaGuardia has remained a monu- 
mental obstacle to the free use of the injunctive power in labor controversies. 

Recently, a problem has arisen concerning the applicability of Norris- 
LaGuardia to injunctions directed against violations of no-strike clauses in col- 
lective bargaining agreements. The seeds from which this problem grew were 
planted by section 301(a) of the 1947 Taft-Hartley Act which provided that: 
“Suits for violation of contracts between an employer and a labor organization 
representing employees in an industry affecting commerce . . . may be brought 
in any district court of the United States having jurisdiction of the parties with- 
out respect to the amount in controversy and without regard to the citizenship 
of the parties.” The problem is whether this language contemplates only actions 
for damages, or extends to injunction suits against the breach of collective 
bargaining agreements. 

Section 4 of the Norris-LaGuardia Act™ specifically declares that peaceful 
strikes may not be enjoined, and section 301 does not expressly repeal that portion 


147 Stat. 71 (1932), 29 U.S.C. § 107 (1952). An injunction will be allowed under 
this section only when the following stringent requirements are met: 

a. Unlawful acts have been threatened and will be committed unless restrained or 
have been committed and will be continued unless restrained. 

b. Substantial and irreparable injury to complainant’s property will follow. 

c. As to each item of relief granted greater injury will be inflicted upon com- 
plainant by denial of relief than will be inflicted upon defendants by granting of relief. 

d. Complainant has no adequate remedy at law. 

e. Public officers charged with the duty to protect complainant’s property are un- 
able or unwilling to furnish adequate protection. 

47 Stat. 73 (1932), 29 U.S.C. § 113(c) (1952): “The term labor dispute includes 
any controversy concerning terms or conditions of employment, or concerning the 
association or representation of persons in negotiating, fixing, maintaining, changing, or 
seeking to arrange terms or conditions of employment, regardless of whether or not 
the disputants stand in the proximate relation of employer and employee.” 


2 Grecory, LABor AND THE LAw 185 (2d rev. ed. 1958). 

3 Brotherhood of R.R. Trainmen v. Chicago River & Ind. R.R., 353 U.S. 30, 77 Sup. 
Ct. 635 (1957); Cox, Current Problems in the Law of Grievance Arbitration, 30 Rocky 
Mr. L. Rev. 247 (1958). 

448 Stat. 1185 (1934), 45 U.S.C. § 151 (1952). 

549 Stat. 449 (1935), 29 U.S.C. § 151 (1952). 

6 61 Stat. 156 (1947), 29 U.S.C. § 185(a) (1952). 

747 Stat. 70 (1932), 29 U.S.C. § 104 (a) (1952). 
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of the prior act. The question thus presented is whether or not the Taft-Hartley 
Act implicitly repeals this Norris-LaGuardia provision. Although the Supreme 
Court has not yet been confronted with this precise issue,’ the lower federal 
courts have deliberated the matter on several occasions, and, with one exception ® 
have accepted the literal wording of Norris-LaGuardia as a categorical bar to 
enjoining peaceful strikes.!° Not finding section 301 to withdraw expressly the 
restrictions of the Norris-LaGuardia Act, these courts have been unwilling to 
imply such a withdrawal, particularly since other sections of the act expressly 
lift the bar of the Norris-LaGuardia Act in certain court proceedings initiated by 
the NLRB.1! In W. L. Mead, Inc. v. International Bhd. of Teamsters,!? the 
court remarked: “It is an accepted canon of construction that repeals by implica- 
tion are not favored, especially where the previous statute is not stale or forgotten, 
but a significant piece of legislation which Congress evidently had specifically in 
mind when passing the Taft-Hartley Act.” 

Before Textile Workers v. Lincoln Mills,® therefore, it was generally con- 
ceded that no implied injunctive powers were given to the federal courts by 
section 301.14 However, the Supreme Court in that case decided that under this 
section a federal court could, by mandatory injunction, compel an employer to 
abide by his agreement to arbitrate, although this holding was in apparent con- 
flict with section 7 of Norris-LaGuardia which withdrew injunctive power “in 
any case involving or growing out of a labor dispute.” 15 

The Lincoln Mills decision furnished the basis for an argument by analogy 
that if section 301 permitted an injunction against breach of an arbitration clause 
even though contrary to section 7, it should also be construed to permit an in- 


8 The Supreme Court has denied certiorari in one case. See A. H. Buil S.S. Co. v. 
Seafarers Union, 250 F.2d 326 (2d Cir. 1957), cert. denied, 355 U.S. 932, 78 Sup. Ct. 411 
(1958). However, the petition there requested review of an order for application for a 
temporary injunction, and the Supreme Court has a practice of refusing to review such 
orders even though grounds for certiorari might otherwise be present. 

® Teamsters Union v. Yellow Transit Freight Lines, Inc., 282 F.2d 345 (10th Cir. 
1960). 

10 A, H. Bull S.S. Co. v. Seafarers Union, supra note 8; W. L. Mead, Inc. v. 
International Bhd. of Teamsters, 217 F.2d 6 (1st Cir. 1954); Baltimore Contractors, 
Inc. v. Carpenters Dist. Council, 188 F. Supp. 382 (E.D. La. 1960); American Smelting & 
Ref. Co. v. Tacoma Smeltermen’s Union, 175 F. Supp. 750 (W.D. Wash. 1959); Sound 
Lumber Co v. Lumber Workers, 122 F. Supp. 925 (N.D. Cal. 1954); Castle & Cooke 
Terminals, Ltd. v. International Longshoremen’s Union, 110 F. Supp. 247 (D. Hawaii 
1953). 

11 See 61 Stat. 149, 155, 158 (1947), 29 U.S.C. §§ 160(h), 178(b), 186(e) (1952); 
Alcoa S.S. Co. v. McMahon, 81 F. Supp. 541 (S.D.N.Y. 1948), aff'd, 173 F.2d 567 (2d 
Cir. 1948), cert. denied, 338 U.S. 821, 70 Sup. Ct. 65 (1949). 

12 Supra note 10, at 9. 

18 353 U.S. 448, 77 Sup. Cr. 912 (1956). 

14Bakery Union v. Wagshal, 333 U.S. 437, 68 Sup. Ct. 630 (1947); W. L. Mead, 
Inc. v. International Bhd. of Teamsters, supra note 10; Alcoa S.S. Co. v. McMahon, 
supra note 11. 

15 The Court noted that “a literal reading might bring the dispute within the terms 
of the act,” but decided that “the Congressional policy in favor of the enforcement 
of agreements to arbitrate disputes being clear, there is no reason to submit them to the 
requirements of § 7 of the Norris-LaGuardia Act.” 353 U.S. 448, 458-59, 77 Sup. Ct. 
918 (1956). Under this reasoning it might be argued that there is no reason to submit 
no-strike clauses to the requirements of § 4. 
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junction against breach of a no-strike clause even though this would conflict with 
section 4. 

Attempts have been made to distinguish between injunctions to enforce 
arbitration agreements and those to enforce no-strike clauses, on the ground that 
injunctions against strikes are specifically prohibited by section 4, while those 
against breach of arbitration agreements are not. However, while not specifically 
mentioned, the latter use of injunctions is clearly prohibited by section 7’s ban 
on injunctions “in any case . .. growing out of a labor dispute.” 1* Basically, 
then, both situations involve: (1) injunctions (2) in labor dispute cases, (3) con- 
trary to the provisions of Norris-LaGuardia. There seems to be no satisfactory 
reason for treating one situation differently from the other so far as the issuance 
of injunctions is concerned. The real question would seem to be whether per- 
mitting any injunction under section 301 is justified in view of Norris-LaGuardia’s 
provisions, 

The Lincoln Mills Court attempted to answer this question by carefully de- 
tailing several excerpts from the Senate committee reports stating that Congress 
proposed by the Taft-Hartley Act to promote industrial peace through collective 
bargaining agreements equally enforceable on both parties.17 After noting this 
legislative history, the Court declared: “The agreement to arbitrate grievance 
disputes is the guid pro quo for an agreement not to strike.” 18 Then without 
any discussion as to the enforceability of no-strike clauses the Court concluded 
that agreements to arbitrate are specifically enforceable. It would appear that 
specific enforcement of the arbitration clause is based on the assumption that 
the no-strike clause is also subject to specific enforcement. However, the Court 
by no means expressly stated this conclusion, and a later statement that the failure 
to arbitrate is not “part and parcel of the abuses against which the Act was 
aimed,” 19 without further mention of the no-strike clause, indicated a hesitation 
to accept wholly such an all-encompassing theory.2° 

In most instances the lower federal courts have dismissed the effect of 
Lincoln Mills by stating that this case determined only that the issuance of an 
order compelling arbitration was not prohibited by Norris-LaGuardia.2! But 


16 The courts have not accepted such a literal interpretation of § 7. Rather they 
have stated that the provisions of this section limit injunctions to cases involving violent 
or destructive acts and are inappropriate as conditions precedent to the specific en- 
forcement of agreements to arbitrate. Furthermore, they find that § 8 encourages the 
use of arbitration procedures. See Local 205, United Elec. Workers v. General Elec. 
Co., 233 F.2d 85 (1st Cir. 1956), aff'd, 353 U.S. 547, 77 Sup. Ct. 923 (1956). 

17S, Rep. No. 105, 80th Cong., 1st Sess. 15-18 (1947). 

18 Textile Workers v. Lincoln Mills, 353 U.S. 448, 455, 77 Sup. Ct. 912, 917 (1956). 

19 Jd. at 458, 77 Sup. Ct. at 918. 

20 The court in Bull later circumvented the effect of the quid pro quo doctrine by 
stating that Lincoln Mills did not expressly hold no-strike clauses specifically enforce- 
able. To weaken the doctrine further, several members of the Supreme Court have 
disassociated themselves from the doctrine. See Baltimore Contractors, Inc. v. Carpenters 
Dist. Council, 188 F. Supp. 382 (E.D. La. 1960), citing United Steelworkers of America 
v. American Mfg. Co., 363 U.S. 564, 80 Sup. Ct. 1363 (1959) (concurring opinion). In 
a recent opinion the Court cited as an example of the proper sanction for the breach 
of a no-strike clause a case in which only damages were awarded. See United Steel- 
workers of America v. American Mfg. Co., 363 U.S. 564, 80 Sup. Ct. 1363, citing Struc- 
tural Steel & Ornamental Iron Ass’n of N.J., Inc. v. Shopmens Union, 172 F. Supp. 354 
(D.N.J. 1959). 

21 See, e.g.. A. H. Bull S.S. Co. v. Seafarers Union, 250 F.2d 326 (2d Cir. 1957), 
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regardless of the actual holding, the Lincoln Mills decision has done much to 
focus renewed attention on arguments that had in the past been summarily re- 
jected. The most influential of these contentions has concerned the interpreta- 
tion of the congressional committee reports. While there is no express repeal 
of Norris-LaGuardia in section 301, preliminary drafts of this section indicate 
that Congress did not intend to restrict the employer’s remedy to mere monetary 
recovery. In A. H. Bull S.S. Co. v. Seafarers Union, 2? counsel for Bull argued 
that both Houses had agreed initially to allow the federal courts to enjoin 
breaches of a collective bargaining agreement.23 Although these provisions were 
later eliminated in conference, Bull, contending that the conference would not 
delete a provision upon which both Houses had agreed, pointed to a section in 
the House Conference Report stating: “Once the parties have made a collective 
bargaining contract the enforcement of that contract should be left to the usual 
processes of the law and not to the National Labor Relations Board.” 24 The 
court would not accept Bull’s contention that the phrase “usual processes of the 
law” endorses the injunctive relief which both Houses had separately found 
satisfactory. The court stated that the phrase comprehended only the processes 
in force at the time the act was passed, and under section 4, this did not include 
injunctions against peaceful strikes, but only money damages. The court also 
remarked that conference committees may and sometimes do change provisions 
agreed upon earlier by both Houses. 

Only one court has thus far departed from the general view that Taft- 
Hartley has not repealed any portion of Norris-LaGuardia. The Tenth Circuit, 
in Teamsters Union v. Yellow Transit Freight Lines, Inc.,25 permitted an injunc- 
tion against the violation of a no-strike clause. The court, after discussing the 
implications of Lincoln Mills, and the inviolate integrity of the collective bargain- 
ing contract, attempted to bolster its conclusion by pointing to the Railway Labor 
Act,” a statute somewhat comparable to Taft-Hartley. Under this act the Court 
in Brotherhood of R.R. Trainmen v. Chicago R. & Ind. R.R.27 enjoined a strike 
despite the plain words of the Norris-LaGuardia Act.?8 As a basis for this de- 


cert. denied, 355 U.S. 932, 78 Sup. Ct. 411 (1958). The Court in Lincoln Mills found 
that the refusal to arbitrate is not protected conduct under § 4. In addition, § 8 indi- 
cates a congressional policy favoring settlement of labor disputes by arbitration. 

22 Supra note 21. 

23 The House version of § 301 stated: “(e) In actions and proceedings involving 
violations of agreements between an employer and a labor organization or other repre- 
sentative of employees, the provisions of the Act of March 23, 1932, entitled ‘An act 
to amend the Judicial Code and to define and limit the jurisdiction of courts sitting 
in equity, and for other purposes,’ shall not have any application in respect of either 


The Senate agreed to allow the use of the injunction by making violations of col- 
lective bargaining agreements unfair labor practices under § 8(b)(5), 29 U.S.C. § 158 
(b) (5), with jurisdiction in the NLRB. 

% H.R. Rep. No. 510, 80th Cong., 1st Sess. 41-42 (1947). 

% 282 F.2d 345 (10th Cir. 1960). 

26 48 Stat. 1185 (1934), 45 U.S.C. § 151 (1952). 

27 353 US. 30, 77 Sup. Cr. 635 (1957). 

28 Prior to this, the Court had invoked the injunctive power on several occasions, 
but never where a strike was concerned. See, e.g., Graham v. Brotherhood of Locomo- 
tive Firemen, 338 U.S. 232, 70 Sup. Ct. 14 (1949); Virginia Ry. v. System Federation, 
300 U.S. 515, 57 Sup. Ct. 592 (1936). 
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cision the Court held that the Norris-LaGuardia Act cannot be read alone in 
matters dealing with railway labor disputes, but that there must be an accommo- 
dation of that statute and the Railway Labor Act in order to promote the purpose 
of each.29 The Court added that the specific provisions of the Railway Labor 
Act take precedence over the more general provisions of the Norris-LaGuardia 
Act. The impact of this statement was cautiously avoided by the Court in 
Yellow Transit. Were it not that the Lincoln Mills Court analogizes Taft-Hartley 
to the Railway Labor Act, it would appear difficult for any court to reconcile 
the railway cases with comparable situations under Taft-Hartley since Taft- 
Hartley is not nearly as explicit as Norris-LaGuardia. 

Somewhat apart from the problem of statutory interpretation is the question 
of preferable policy. There seems to be little doubt that the partial relief of 
monetary recovery for breach of a no-strike clause is unsatisfactory. Most courts 
find at least some force behind the argument favoring an injunction against a 
strike constituting a violation of the collective agreement.?® To alleviate the 
problem, the parties could give the arbitrator himself jurisdiction to grant an 
award specifically ordering a discontinuance of a strike in breach of the agree- 
ment, and the award itself could then be specifically enforceable in the federal 
courts.31 This would be in accord with the holding in Lincoln Mills.32 Such a 
solution, however, would necessarily require the parties’ consent to the arbitrator’s 
extended jurisdiction. Perhaps the more realistic approach is simply to give the 
courts the initial jurisdiction to enforce the bargaining contract. 


Lotr H. Tuomas 


INCARCERATION FOR UNRELATED OFFENSE AS AFFECTING 
RIGHT TO SPEEDY TRIAL IN ILLINOIS 


So basic is the right to speedy trial that provisions for its guarantee are 
found in the United States Constitution! and in a majority of the state con- 
stitutions.? A long-standing statute in Illinois generally provides that if one is 
accused of an offense and is placed in jail, he must be brought to trial within 
four months of his commitment or be “set at liberty.” ® 


29 Brotherhood of R.R. Trainmen v. Chicago River & Ind. R.R., supra note 27; 
Brotherhood of R.R. Trainmen v. Howard, 343 U.S. 768, 72 Sup. Cr. 1022 (1952); 
Graham v. Brotherhood of Locomotive Firemen, supra note 28; Virginia Ry. v. System 
Federation, supra note 28. 

30 See, e.g., A. H. Bull S.S. Co. v. Seafarers Union, 250 F.2d 326 (2d Cir. 1957), 
cert. denied, 355 U.S. 932, 78 Sup. Ct. 411 (1958); W. L. Mead, Inc. v. International 
Bhd. of Teamsters, 217 F.2d 6 (1st Cir. 1954). 

31 Givens, Section 301, Arbitration and the No-Strike Clause, 11 Lasor L.J. 1005 
(1960). 

82 Textile Workers v. Lincoln Mills, 353 U.S. 448, 77 Sup. Cr. 912 (1956). 

1U.S. Const. amend. VI provides: “In all criminal prosecutions, the accused shall 
enjoy the right to . . . a speedy trial... .” 

2 Itt. Const. art. 2, § 9 provides: “In all criminal prosecutions the accused shall 
have the right to . . . a speedy public trial by an impartial jury of the county or district 
in which the offense is alleged to have been committed.” For provisions in other state 
constitutions, see 50 A.L.R. 2d 943 (1956). 

STi. Rev. Srat. c. 38, § 748 (1959). 
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One significant question concerning speedy trial statutes is whether they may 
be applied when the accused is serving a term of imprisonment for another 
charge.* Although it had been early established that the Illinois statute was to be 
liberally construed,' Gillespie v. People ® held that the statute’s protection did not 
extend to prisoners who were committed for an offense different from that 
charged by the untried indictment. The Gillespie case was construed to mean 
that the time spent in prison on another charge tolled the time period of the 
statute.” 

The Illinois position was severely criticized ® and was, in fact, rejected by 
an overwhelming majority of the states. Only Ohio?! recognizes Gillespie as 
valid law.11 In answer to the judicial criticism aimed at its holdings, the Illinois 
court attempted to justify its position in People v. Kidd,’2 where it was reasoned 


* Another basic question under the statutes is whether the state should be allowed 
to prosecute the “discharged” accused by reinstatement of the indictment. This question 
is fully discussed in 50 A.L.R. 2d 943 (1956), It is interesting to note that among the 
jurisdictions which have “set at liberty”-type statutes, Illinois is unique in holding that 
a prisoner may not be re-indicted for an offense subsequent to his release under the 
statute. People v. Heider, 225 Ill. 347, 80 N.E. 291 (1907). 

5“The statute is in conservation of the liberty of the citizen, and is intended 
. .. to give effect to the clear constitutional right to a speedy trial, and it is therefore 
to be construed liberally.” People v. Watson, 129 Ill. 591, 594, 22 N.E. 456, 457 (1889). 

6 176 Ill. 238, 52 N.E. 250 (1898). 

7242 Ill. 101, 89 N.E. 749 (1909). 

8 See, e.g., Arrowsmith v. State, 131 Tenn. 480, 486, 175 S.W. 545, 546 (1915), where 
the court deemed Gillespie “an opinion that is lacking in convincing argument.” And 
“the opinion .. . does not explain the reasons upon which it was concluded that the 
statute did not apply.” State v. Keefe, 17 Wyo. 227, 248, 98 Pac. 122, 127 (1908). 

® United States: United States ex rel. Coleman v. Cox, 47 F.2d 988 (5th Cir. 1931); 
Arkansas: Leggett v. Kirby, 230 Ark. 183, 331 S.W.2d 267 (1960), cert. denied, 362 US. 
981, 80 Sup. Ct. 1073 (1960); Colorado: Rader v. People, 138 Colo. 397, 334 P.2d 437 
(1959); Georgia: Flagg v. State, 11 Ga. App. 37, 74 S.E. 562 (1912); lowa: Hottle v. 
District Court in and for Clinton County, 233 Iowa 904, 11 N.W.2d 30 (1943); Mary- 
land: Harris v. State, 194 Md. 288, 71 A.2d 36 (1950); Minnesota: State v. Larkin, 256 
Minn. 314, 98 N.W.2d 70 (1959); Missouri: State v. Brewer, 304 Mo. 381, 264 S.W. 1 
(1924); New Jersey: State v. Smith, 10 N.J. 84, 89 A.2d 404 (1952); New York: 
People v. Piscitello, 7 N.Y.2d 387, 165 N.E.2d 849 (1960); Oklahoma: Application of 
Melton, 342 P.2d 571 (Okla. Cr. 1959); Oregon: State v. D’Autremont, 212 Ore. 344, 317 
P.2d 932 (1957); South Carolina: State v. Stonemaker, 4 S.C.L. (2 Brev.) 44 (1806); 
Tennessee: Arrowsmith v. State, supra note 8; Texas: Moreau v. Bond, 114 Tex. 468, 
271 S.W. 379 (1925); Utah: People v. Flynn, 7 Utah 378, 23 Pac. 1114 (1891) (by im- 
plication); West Virginia: Hollandsworth v. Godby, 93 W. Va. 543, 117 S.E. 369 (1923); 
Wyoming: State v. Keefe, supra note 8. 

10 Shafer v. State, 43 Ohio App. 493, 183 N.E. 774 (1932). This case, although 
it recognized Gillespie in principle, rested its decision on State v. Brophy, 8 Ohio Dec. 
698 (1898), which held that a man in the penitentiary was not entitled to the statute’s 
protection. “He was practically dead as a civilian, and before he could make this de- 
mand he must serve his sentence.” Jbid. This rule is probably an application of the 
English doctrine that a felon does not exist in the eyes of the law. See 4 BLACKSTONE, 
CoMMENTARIES 336. Obviously, this doctrine has no place in present-day society and 
should not be applied. Even in light of this, the Ohio rule has apparently been accepted 
in Kansas. See McCullough v. Hudspeth, 168 Kan. 39, 210 P.2d 413 (1949), holding that 
a man in the penitentiary may be prosecuted upon his release even though the time 
period of the Kansas statute had elapsed. 

11 The rule in Indiana is still in doubt. Under the Indiana statute, Inv. Stat. ANN. 
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that since the guarantee of a speedy trial is based on the “right of an individual 
to be set at liberty,” one who is confined on an unrelated conviction should be 
unable to qualify for protection under the statute. The right to be “set at 
liberty” obviously could not be claimed by a convicted felon serving a term of 
imprisonment. However, a partial answer to this argument had already been 
given: 


“[T]he purpose of the provisions against unreasonable delay in trial is 
not solely a release from imprisonment in the event of acquittal, but it is 
also a release from the harassment of a criminal prosecution and the anxiety 
attending the same... .” 18 


A more important reason for the majority view was given in the leading case 
of Arrowsmith v. State.14 Witnesses for both the accused and the state may be 
lost, or their recollection of the occurrences pertaining to the alleged crime may 
be forgotten. A man in the penitentiary “is less able on that account to keep 
posted as to the movements of his witnesses, and their tesimony may be lost 
during his continued confinement.” 15 It has also been suggested that denial of a 
convict’s rights under the statute has unwarranted punitive effects. As the 
Wyoming court has stated: 


“TA convict] is not only amenable to the law, but is under its protection 
as well. No reason is perceived for depriving him of the right granted 
generally to accused persons, and thus, in effect, inflict upon him an addi- 
tional punishment for the offense of which he has been convicted.” 16 


Undaunted by these judicial pronouncements, the Illinois court again relied 
upon the Gillespie rule in People v. Franzone,!? and it was not until 1957, with 
the enactment of an amendment to the Criminal Code, that an attempt was made 
to bring Illinois into line with its sister states. The new section provides: 


“Whenever any person has entered upon a term of imprisonment in any 
penitentiary of this State, and whenever during the continuance of the 
term of imprisonment, there is pending in the county in which he was 
sentenced any other indictment . . . such untried cause shall be barred for 


§ 9—1402 (Burns 1956), “[NJo defendant shall be detained in jail, without a trial,... 
for a continuous period embracing more than two years after his arrest and commitment 
thereon. .. .” No clear case has arisen in which this statute has been construed. In 
Palmer v. State, 198 Ind. 743, 152 N.E. 607 (1926), a person imprisoned in a jail of one 
county could nevertheless be prosecuted on an “overdue” indictment returned in another 
county. And in Gordon v. Overlade, 143 F. Supp. 577 (N.D. Ind. 1956), it was held 
that the statute would not apply to “one who is not detained in jail on the indictment 
in question but who is in prison serving a sentence for another crime.” Id. at 579. In 
light of Chelf v. State, 223 Ind. 70, 58 N.E.2d 353 (1944), it appears that the emphasis is 
not on the fact that the accused was incarcerated for another charge, but that he was 
confined in an institution other than a jail as required by the statute. (The fact that the 
legislature used the term “jail” may show an intention to exclude felons from the 
statute’s coverage.) 

12 357 Ill. 133, 191 N.E. 244 (1934). 

18 State v. Keefe, supra note 8, at 258, 98 Pac. at 131. 

14 131 Tenn. 480, 175 S.W. 545 (1915). 

15 Id. at 487, 175 S.W. at 546. 

16 State v. Keefe, 17 Wyo. 227, 258, 98 Pac. 122, 131 (1908). 

17 359 Ill. 391, 194 N.E. 567 (1935). 
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want of prosecution if the prisoner is not brought to trial within four 
months after the date of incarceration for the prior conviction.” 18 


It seems fairly obvious that the legislative intention was to require the trial of 
one accused of crime within four months after indictment whether he was in 
jail or not.1® An analysis of the language used, however, suggests that the in- 
tended purpose has not been accomplished. The chief reason for this failure 
was the draftsmen’s use of the date of imprisonment rather than the date of 
indictment as the starting point for computation of the four-month period. As a 
result, there are two ways in which the statute may be construed, neither of 
which is satisfactory. Which construction is appropriate depends on the in- 
terpretation given to the phrase, “during the continuance of the term of im- 
prisonment.” 

First, these words could be interpreted to require that the indictment must 
be pending during the entire four-month period from imprisonment. In such an 
event, the statute would require trial within four months of imprisonment only 
for those prisoners who had been indicted\before their incarceration on another 
charge. Those prisoners indicted after confinement would never be entitled to 
discharge under the statute. In addition, the state would be allowed nearly eight 
months to prosecute, rather than the four months intended by the legislature, 
in a case where the accused is indicted almost four months before he begins 
serving a sentence for another crime.2° The possible results under this interpreta- 
tion of the statute—both of which are undesirable—may be diagrammed as 
follows: 


(1) one day or more never entitled to discharge (2) Less than 4 months | four months Disha 
ischarge 





Imprisonment | Indictment Indictment | Imprisonment 


The words “during the continuance” could also mean that an indictment 
must merely be outstanding at some time during the accused’s incarceration for 
another crime, and whether the indictment was returned before or after the 
imprisonment would be immaterial. Were this interpretation to be adopted, the 


18 Tit. Rev. Srat. c. 38, § 633.1 (1959). The development of this area in Pennsy]- 
vania closely resembles that in Illinois. In Commonwealth v. Seevers, 26 Pa. D.& C. 344 
(1936), the court followed Gillespie. The Seevers decision was purportedly recognized 
in Commonwealth v. Watson, 16 Pa: D. & C. 2d 685 (1958), but there can be no question 
that a statute passed in 1957, the same year as the Illinois statute, has changed the law 
in Pennsylvania. Under the new statute, a prisoner in any institution in the Common- 
wealth must be brought to trial within 180 days from his indictment. 19 P.S. § 881 
(Pa. 1957). There are few problems in construing this statute, as opposed to the legis- 
lative entanglements presented by § 633.1. See note 21 infra. 

19 People v. Ross, 13 Ill. 2d 11, 147 N.E.2d 309 (1958), recognized that the legislature 
intended the statute to obviate the prior line of Illinois cases. 

20In People v. Swartz, 21 Ill. 2d 277, 171 N.E.2d 784 (1961), the court was pre- 
sented with the question of the meaning of the words “penitentiary of this State.” 
Although it could be argued that the legislature was aware of prior Illinois constructions 
of the word “penitentiary” (see, e.g., People v. Sword, 295 Ill. App. 314, 14 N.E.2d 
957 (Ist Dist. 1938), where the reformatory at Dwight was held not a penitentiary 
within the Female Convict Act; People v. Byrnes, 405 Ill. 103, 90 N.E.2d 217 (1950), 
where a house of correction was held not to be a penitentiary within the meaning of 
the Habitual Criminals Act), the court was probably justified in holding the Cook 
County Jail a penitentiary within the meaning of § 633.1. The legislature intended the 
statute to be broadly interpreted, and a holding that the statute applied only to those 
confined in certain criminal institutions would greatly reduce its effectiveness. 
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prosecution could still have almost eight months to prosecute persons indicted 
prior to their imprisonment on another charge. Also, in cases where the indict- 
ment was returned after the date of imprisonment, the prosecution would have 
less than the four months intended by the legislature to bring the accused to trial. 
In fact, it is possible that an accused would have to be brought to trial the day 
following his indictment if he had been in jail on another charge just less than 
four months before indictment was returned. These results, which are also 
undesirable, may be illustrated as follows: 


(1) 3% months | 4 months (2) 3% months | % month 


Discharge Discharge 








Indictment | Imprisonment Imprisonment | Indictment 


Unfortunately, the language of section 633.1 precludes computation of the 
four-month period from the date of the indictment. If this were possible, the pros- 
ecution would always have a full four months to prepare its case and the accused 
would be subjected to the vexations of prosecution only for the four-month 
period—whether he is in jail or at liberty. The sensible results which would be 
reached by this rule may be diagrammed thusly: 


(1) 3% months | ¥% month (2) 3% months | 4 months 


Discharge Discharge 








Indictment | Imprisonment Imprisonment | Indictment 


It is submitted that the law should be changed to provide for release of an 
accused within four months after indictment (or information) whether he is in 
prison or at liberty. Unless the Illinois court departs from its previous rulings 
under the general speedy trial statute and finds, apart from the specific provisions 
of section 633.1, that the right to a speedy trial applies to every accused, whether 
he is in jail or not,21 revision of section 633.1 shou!d be considered in the very 
near future. 


Davw B. ScHuLMAN 


211In the Swartz case, supra note 20, the court refused to concern itself with the 
interesting problem of statutory construction which was presented to it. In fact, while 
the decision is based on the statute, the judges apparently disregarded its plain wording. 
The statute requires an accused to be imprisoned in an Illinois institution for at least 
four months, yet the court stated: “While the defendant was not imprisoned in any 
penal institution of this State for four months . .., we do not consider that factor 
controlling.” 21 Ill. 2d at 282, 171 N.E.2d at 787. The conclusion could be easily drawn 
from the Swartz holding that the court failed to recognize the statute’s explicit re- 
quirements. In addition, the court intimated that it does not matter if an indictment is 
actually pending against the accused during his confinement. It is enough, said the 
court, that the state refused to prosecute when they could have. In other words, there 
is a strong possibility that if an indictment is stricken and later reinstated, it will be 
treated as though the indictment were pending all that time. It is difficult, however, to 
draw conclusions from the Swartz opinion because of the sparse and inadequate state- 
ment of facts given by the court. 





Recent Decisions 


CONSTITUTIONAL LAW—Combination To Seek Legislation and Law En- 
forcement for Anticompetitive Purpose Not a Violation of Sherman Act. (United 
States) 


Defendant railroads, through their presidents’ conference, engaged a public 
relations firm to conduct a publicity campaign against long-haul truckers, de- 
signed to foster adoption and retention of laws and law enforcement practices 
destructive of the trucking industry and to create an atmosphere of distaste for 
truckers generally. The campaign was motivated by a desire to injure the truckers’ 
competitive standing and the method used was the “third party technique.” 4 
The success of the campaign caused plaintiff truckers to sue for injunctive relief 
and treble damages under the Clayton Act,? charging the railroads with a con- 
spiracy to eliminate the truckers as competitors in violation of the Sherman Act.® 
The trial court found the railroads guilty of an illegal conspiracy * and the Court 
of Appeals for the Third Circuit affirmed, one judge dissenting.’ On certiorari, 
held: Reversed. The legality of a group campaign to inform representatives in 
government of desires with respect to the passage and enforcement of laws is not 
affected by an underlying anticompetitive purpose. Eastern R.R. Pres. Conf. v. 
Noerr Motor Frgt., Inc., 365 U.S. 127, 81 Sup. Ct. 523 (1961). 

The Noerr case called for a decision reconciling the economic policies behind 
the antitrust laws with the first amendment right to petition the government.® 


1 One who employs the “third party technique” to disseminate information occupies 
a position analogous to that of an undisclosed principal. Successful use of the technique 
requires that information dispersed through agents or front organizations not be attributed 
to the principal—the true source. Perhaps in “deference to the shortness of life,” the 
trial court “only briefly outlined” the railroads’ third party activities in twenty-two 
pages of its extensive opinion. Noerr Motor Frgt. Inc. v. Eastern R.R. Pres. Conf., 155 
F. Supp. 768, 779-801 (E.D. Pa. 1957). The trial court thought the appellation “third 
party technique” a misnomer and preferred “to treat the whole procedure in its true 
light, which is the technique of the ‘Big Lie’,” Noerr Motor Frgt., Inc. v. Eastern R.R. 
Pres. Conf., supra at 799. 

238 Stat. 731 (1914), 15 U.S.C.A. § 15 (1951). 

326 Stat. 209 (1890), 15 U.S.C.A. §§ 1, 2 (1951). 

*Noerr Motor Frgt., Inc. v. Eastern R.R. Pres. Conf., 155 F. Supp. 768 (E.D. Pa. 
1957), 27 U. Cine. L. Rev. 138 (1958), 58 Cotum. L. Rev. 270 (1958), 1957 U. Inu. L.F. 
661 (1957), 34 N.D.L. Rev. 175 (1958), 19 U. Pir. L. Rev. 777 (1958), 70 Yate L.J. 
135 (1960). A separate opinion on relief is reported at 166 F. Supp. 163 (E.D. Pa. 1958). 
Other preliminary opinions are reported at 113 F. Supp. 737 (E.D. Pa. 1953) (motion 
to dismiss denied), 67 Harv. L. Rev. 354 (1953), 1954 U. Int. L.F. 158 (1954), 38 MINN. 
L. Rev. 543 (1954), 29 N.Y.U.L. Rev. 1010 (1954); 19 F.R.D. 146 (E.D. Pa. 1956); 14 
F.R.D. 189 (E.D. Pa. 1953). 

5 Noerr Motor Frgt., Inc. v. Eastern R.R. Pres. Conf., 273 F.2d 218 (3d Cir. 1959). 

6 American Communications Ass’n, C.I.O. v. Douds, 339 U.S. 382, 398-99, 70 Sup. 
Ct. 674, 683-84 (1950). The problem is difficult since the Sherman Act has been 
characterized as a limitation of rights, Standard Sanitary Mfg. Co. v. United States, 
226 U.S. 20, 49, 33 Sup. Cr. 9, 15 (1912), and the liberty to combine to inflict mischief 
upon business rights has been held not preserved by the fourteenth amendment, Aikens 
v. Wisconsin, 195 U.S. 194, 205, 25 Sup. Ce. 3, 5 (1904), while the freedom of the people 
peacefully to assemble and to petition the government has been recognized as the 
virtually unabrogable keystone of our democratic system. Gilbert v. Minnesota, 254 
US. 325, 337-38, 41 Sup. Cr. 125, 129 (1920) (Brandeis, J., dissenting); National Ass’n 
of Mfrs. of United States v. McGrath, 103 F. Supp. 510 (D.D.C.), vacated as moot, 344 
US. 804, 73 Sup. Ct. 31, rehearing denied, 344 U.S. 887, 73 Sup. Ct. 181 (1952). 
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The significance of the instant decision lies in the emphatic manner in which the 
Supreme Court denied that the policy of the Sherman Act could justify limiting 
the right to petition. 

The district court in the Noerr case (and the majority of the court of ap- 
peals) resolved the conflict of policies in favor of the Sherman Act, relying 
heavily on the illegal purpose doctrine.? The district court reasoned as follows: 


Acts otherwise lawful are within the proscription of the antitrust statutes 
if done in concert for the purpose of eliminating competition; § 

The otherwise lawful act of petitioning the government was here done in 
concert for the purpose of eliminating competition; ® 

Therefore, the otherwise lawful act of petitioning the government was here 
within the proscription of the antitrust statutes. 


The Supreme Court, on the other hand, reasoning from a different base, arrived 
at a directly contrary result. The Supreme Court concluded that: 


No violation of the Sherman Act can be predicated upon group efforts to 
influence the passage and enforcement of laws; 1° 


A combination to seek legislative and executive action for the purpose of 
eliminating competition is a group effort to influence the passage and en- 
forcement of laws; 


Therefore, no violation of the Sherman Act can be predicated upon a com- . 
bination to seek legislative and executive action for the purpose of eliminating 
competition. 


TIf the purpose of a combination be unlawful, it may not be carried out by means 
otherwise lawful. Duplex Printing Press Co. v. Deering, 254 U.S. 433, 465, 41 Sup. Cr. 
172, 176 (1921). 

8 Giboney v. Empire Storage & Ice Co., 336 U.S. 490, 498, 69 Sup. Cr. 684, 688 
(1949); Schine Chain Theatres, Inc. v. United States, 334 U.S. 110, 119, 68 Sup. Cr. 947, 
952 (1948); American Tobacco Co. v. United States, 328 U.S. 781, 809, 66 Sup. Cr. 1125 
(1945); Bedford Cut Stone Co. v. Journeymen Stone Cutter’s Ass’n, 274 U.S. 37, 47, 
47 Sup. Cr. 522, 575 (1927); Lowe v. Lawlor, 208 U.S. 274, 297, 28 Sup. Ct. 301, 305 
(1908); Swift & Co. v. United States, 196 U.S. 375, 396, 25 Sup. Ct. 276, 279 (1905); 
Aikens v. Wisconsin, 195 U.S. 194, 206, 25 Sup. Cr. 3, 6 (1904); Atchison, Topeka & 
S.F. Ry. v. Aircoach Transp. Ass’n, 253 F.2d 877, 887 (D.C. Cir. 1958), cert. denied, 
361 U.S. 930, 80 Sup. Ct. 372 (1960); Kobe v. Dempsey Pump Co., 198 F.2d 416, 424-25 
(10th Cir.), cert. denied, 344 U.S. 837, 73 Sup. Ct. 46 (1952); Forgett v. Scharf, 181 
F.2d 754 (3d Cir.), cert. denied, 340 U.S. 825, 71 Sup. Ct. 59 (1950); United States v. 
New York Great Atl. & Pac. Tea Co., 173 F.2d 79, 82 (7th Cir. 1949); Louisiana 
Farmers’ Protective Union, Inc. v. Great Atl. & Pac. Tea Co., 131 F.2d 419 (8th Cir. 
1942); Kellogg Co. v. National Biscuit Co., 71 F.2d 662, 666 (2d Cir. 1934); Mitchell 
Woodbury Corp. v. Albert Pick Barth Co., 41 F.2d 148, 150 (1st Cir. 1930), cert. denied, 
286 U.S. 552, 52 Sup. Ct. 503 (1931); Mason City Tent & Awning Co. v. Clapper, 144 
F. Supp. 754, 768 (W.D. Mo. 1956); Parmelee Transp. Co. v. Keeshin, 144 F. Supp. 
480 (N.D. Ill. 1956); Cape Cod Food Prods., Inc. v. National Cranberry Ass’n, 119 
F. Supp. 900, 907 (D. Mass. 1954); Slick Airways v. American Airlines, 107 F. Supp. 
199, 207 (D.N.J.), appeal dismissed sub nom. American Airlines v. Forman, 204 F.2d 230 
(3d Cir.), cert. denied, 346 U.S. 806, 74 Sup. Ct. 54 (1953); United States v. Association 
of Am. R.Rs., 4 F.R.D. 510, 527 (D. Neb. 1945). 

®Noerr Motor Frgt., Inc. v. Eastern R.R. Pres. Conf., 155 F. Supp. 768, 809 (E.D. 
Pa. 1957). 

10 “Congress shall make no law .. . abridging . . . the right of the people peace- 
fully to assemble and to petition the government for redress of grievances.” U.S. Const. 
amend. I. 
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The difference in the two results rests entirely upon the significance attached 
to the purpose behind the railroad activities. The district court relied on the 
admittedly anticompetitive purpose to justify limiting the right to petition 
while the Supreme Court held that the right to petition was protected, regard- 
less of purpose. It is submitted that the Supreme Court’s rationale was correct 
because (1) the right to petition the government is absolute save for the formal 
limitation of a lobbying act;11 (2) the illegal purpose doctrine has not been 
applied and does not apply where the acts to be condemned as part of an evil 
plan are connected with petitioning the government; and (3) the Sherman Act 
is not applicable to valid state acts resulting in restraints of trade. Further, there 
was sufficient legal error in the district court opinion to warrant reversal had 
the Supreme Court not chosen to rest its decision on the inviolability of the 
right to petition the government. 

But for the all-inclusive phraseology of the illegal purpose doctrine as it is 
stated in criminal and antitrust cases, the inherent nature of the right to petition 
the government would seem determinative of the issue at hand. For instance, 
case precedent indicates that all first amendment rights are fundamental; that 
Congress is prohibited from making any law abridging them; 1? that legislative 
intervention with these rights can find constitutional justification not by restrict- 
ing their exercise but only by dealing with their abuse; 18 that even this form of 
restriction must have an appropriate relation to the safety of the state.1* To hold 
that the Sherman Act was designed to curb abuses of the right to petition out of 
a concern for the safety of the state would be a most dubious intrusion of that 
first amendment priority, and one that could not be justified. 

Nevertheless, the district court found that the defendants’ exercise of their 
right to petition the government was part and parcel of a conspiratorial scheme 
to impair the plaintiffs’ competitive position. Does this make a difference? An 
assessment of the authorities relied upon by the district court indicates that it 
should not. Among the cases cited by the district court were Giboney v. Empire 
Storage & Ice Co. American Tobacco Co. v. United States,* Parmalee Trans- 


11 E.g., Federal Regulation of Lobbying Act, 60 Stat. 839 (1946), 2 U.S.C.A. §§ 261- 
70 (1927) (Supp. 1960). The gist of the complaint in the instant case was that the 
railroads were engaged in concerted indirect or grass roots lobbying under the mantle 
of “citizens groups.” Pennsylvania had no lobbying act at the time; even so the scope 
of most state lobbying acts does not extend to indirect lobbying. See 2 AvERBACK & 
MERMIN, THE LEGAL Process 651-81 (1956). In any event, a lobbying act provides no 
affirmative remedy for a party injured by a grass roots campaign. See note 33 infra. 

12 F.g., National Ass’n of Mfrs. of United States v. McGrath, 103 F. Supp. 510 
(D.D.C.), vacated as moot, 344 U.S. 804, 73 Sup. Ct. 31, rehearing denied, 344 US. 887, 
73 Sup. Ct. 181 (1952). “In frank expression of conflicting opinion lies the greatest 
promise of wisdom in governmental action, and in suppression lies ordinarily the greatest 
peril.” Gilbert v. Minnesota, 254 U.S. 325, 338, 41 Sup. Cr. 125, 129 (1920). 

18 DeJorge v. Oregon, 299 U.S. 353, 365, 57 Sup. Ct. 255, 260 (1937). 

14 Thomas v. Collins, 323 U.S. 516, 530, 65 Sup. Ct. 315, 322-23 (1945); Herndon 
v. Lowry, 301 U.S. 242, 258, 57 Sup. Ct. 732, 739 (1937). 

15 “(Sherman was not meant] to prohibit or render illegal the ordinary contracts 
or combinations of manufacturers, merchants or traders, or the usual devices to which 
they resort to promote the success of their business. . . .” Phillips v. Iola Portland 
Cement Co., 125 Fed. 593 (8th Cir.), cert. denied, 192 U.S. 606, 24 Sup. Ct. 850 (1903). 
And see Okefenokee Rural Elec. Mem. Corp. v. Florida P. & L. Co., 214 F.2d 413 (5th 
Cir. 1954). 

16 336 U.S. 490, 69 Sup. Ct. 684 (1949). 

17 328 U.S. 781, 66 Sup. Ct. 1125 (1945). 
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portation Co. v. Keeshin,!8 and Slick Airways v. American Airlines.® The other- 
wise legal acts condemned as part of an illegal scheme in these cases included a 
form of price fixing in American Tobacco, a concerted refusal to deal in 
Parmalee (the court relying on the 1953 decision in the Noerr case), and predi- 
tory rate policies in Slick Airways. Clearly the otherwise lawful conduct in- 
volved in these cases was not qualitatively comparable to the defendants’ cam- 
paign to seek governmental action in the Noerr case. The Giboney case is 
the most persuasive authority cited by the district court since peaceful picketing 
involving speech and press was there enjoined as violative of a state statute 
proscribing anticompetitive activities.2° But peaceful picketing involves more 
than speech; at the very minimum, it also involves patrolling, and this difference 
alone makes the analogy of picketing to petitioning inapplicable.2! The illegal 
purpose doctrine has never been applied to a situation where the otherwise legal 
activities found to be part of an ill-purposed plan were pursuant to the absolute 
right of petitioning the government. Nor can the illegal purpose doctrine ever 
be so applied because the fundamental nature of the right to petition precludes 
its restriction by an extension of that doctrine. To pose the problem is to answer 
it; if the right to petition the government is absolute, it cannot, through the 
extension of recognized doctrines or otherwise, be limited in any respect. 
Another rule of law weighing against the application of the Sherman Act 
to limit the railroads’ activities in the instant case is that the federal antitrust 
laws do not cover monopolies or restraints of trade which are the products of 
valid state action.22 That the net effect of state legislation or executive action 
is to restrict competition is without relevance under the Sherman Act. Thus the 
fact that the veto by the Governor of Pennsylvania of a bill favorable to truckers 
in effect restrained their ability to compete with railroads affords them no 
relief. The same may be said of any state statute regulating truck weights or 
sizes,28 and the motives or wisdom underlying such state restrictions cannot be 


18 144 F. Supp. 480 (N.D. Ill. 1956). 

19107 F. Supp. 199 (D.N.J. 1952), appeal dismissed sub nom. American Airlines v. 
Forman, 204 F.2d 230 (3d Cir.), cert. denied, 346 U.S. 806, 74 Sup. Ct. 54 (1953). 

20 The argument here is that freedom of speech, freedom of press, and freedom to 
assemble and petition the government are cognate rights. Thomas v. Collins, 323 U.S. 
516, 530, 65 Sup. Ct. 315, 323 (1945); DeJorge v. Oregon, 299 U.S. 353, 364-65, 57 Sup. 
Cr. 255, 260 (1937). Granting this, it is theorized that a valid restriction on freedom of 
speech must be an equally valid restriction on freedom to petition. Put another way, if 
speech (picketing) can be restricted when it contravenes the policy of a state anti-trade 
restraint statute, then the right to petition can be restricted when it contravenes the 
policy of the Sherman Act. Accord, United States v. Association of Am. R.Rs., 4 
F.R.D. 510, 527 (D. Neb. 1945). 

21 The picketing cases show a general judicial disinclination to protect the right 
of speech where a valid state policy is contravened. See Local No. 10 v. Graham, 345 
USS. 192, 201, 73 Sup. Ct. 585, 590 (1953), and cases there cited. 

22 Parker v. Brown, 317 U.S. 341, 350-52, 63 Sup. Ct. 307, 313 (1943); Olsen v. 
Smith, 195 U.S. 332, 25 Sup. Ct. 52 (1904); Lowenstein v. Evans, 69 Fed. 908 (D.S.C. 
1895). 

28 Stephenson v. Binford, 287 U.S. 251, 272, 53 Sup. Ct. 181, 187 (1932); Sproles v. 
Binford, 286 U.S. 374, 52 Sup. Ct. 581 (1932). Admittedly the cases dealing with the 
acts of administrative agencies and judicial and quasi-judicial bodies are somewhat con- 
fused. Thus, Georgia was permitted to enjoin a rate fixing conspiracy even though 
the rates themselves were approved by the ICC. Georgia v. Pennsylvania R.R., 324 U.S. 
439, 455-56, 65 Sup. Ct. 716, 727 (1945). Accord, Keogh v. Chicago & Nw. Ry. Co., 260 
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examined by a court.24 The district court gave formal recognition to this rule?® 
and rested its decision on the theory that the defendant’s conspiracy to impair 
the plaintiffs’ competitive position caused injury apart from that caused by the 
several legislative and executive acts involved. The Supreme Court’s decision 
in the case at hand indicates that in so doing, the district court was not able to 
overcome the fact that all pertinent acts not valid acts of state were connected 
with petitioning the government for law enforcement or law enactment.?® 

Had the Supreme Court not rested its decision in Noerr on the inviolability 
of the right to petition, the case undoubtedly could have been reversed on the 
ground that the plaintiffs failed to show the public and private injuries requisite 
to success under section one of the Sherman Act. Although the district court 
discussed injury to the public and believed that the defendants’ activities “quite 
obviously resulted in higher costs to the consumer,” 27 it referred to no place 
in the record where a public injury had been formally demonstrated; 28 absent 
a public injury, the defendants’ conduct must be categorized as a reasonable 
restraint of trade.29 In addition, the district court failed to show where there 

! 


USS. 156, 43 Sup. Cr. 47 (1922); Atchison, Topeka & S.F. Ry. v. Aircoach Transp. Ass’n, 
253 F.2d 877 (D.C. Cir. 1958), cert. denied, 361 U.S. 930, 80 Sup. Ct. 372 (1960); Slick 
Airways v. American Airlines, supra note 19. In Kobe v. Dempsey Pump Co., 198 F.2d 
416 (10th Cir.), cert. denied, 344 U.S. 837, 73 Sup. Ct. 46 (1952), the defendant’s in- 
stitution of a patent infringement suit was considered part of a monopolistic scheme. 
Accord, Forgett v. Scharf, 181 F.2d 754 (3d Cir.), cert. denied, 340 U.S. 825, 71 Sup. Ct. 
59 (1952); cf. United States v. Silliman, 167 F.2d 607 (3d Cir.), cert. denied, 335 US. 
825, 69 Sup. Cr. 48 (1948); Singer Sewing Mach. Co. v. American Safety Table Co., 88 
F. Supp. 260 (E.D. Pa. 1949). For a case where administrative action creating a trade 
restraint was held not covered by Sherman, see United States v. Rock Royal Co-op., 
Inc. 307 U.S. 533, 560, 59 Sup. Cr. 993, 1006 (1939). See also Kellogg Co. v. National 
Biscuit Co., 71 F.2d 662, 666 (2d Cir. 1934); Straus v. Victor Talking Mach. Co., 297 
Fed. 791, 798 (2d Cir. 1924); Virtue v. Creamery Pkg. Mfg. Co., 179 Fed. 115, 119 (8th 
Cir. 1910), aff'd, 227 U.S. 8, 33 Sup. Cr. 202 (1913). 

24 F.g., Arizona v. California, 283 U.S. 423, 455, 51 Sup. Cr. 522, 526 (1931). But see 
Angle v. Chicago, St. P.. M.& O. Ry., 151 U.S. 1, 14 Sup. Cr. 240 (1893). 

25 Although the district court in the Noerr case recognized the non-assailableness 
of a valid act of state, it nevertheless awarded eighteen cents damages (six cents trebled) 
to each individual plaintiff for injuries arising out of the Governor’s veto. This was 
clearly erroneous. Even assuming that the Governor’s motives were judicially examin- 
able, the district court neglected to find a causal connection between the defendant’s 
campaign and the Governor’s veto. 

26Tt might be noted at this juncture that this case can be simply and plausibly 
resolved on the basis that valid acts of state are without the scope of Sherman and that 
private efforts to bring about state action have been immunized by American Banana 
Co. v. United Fruit Co., 213 U.S. 347, 29 Sup. Crt. 511 (1919). 

27 Noerr Motor Frgt., Inc. v. Eastern R.R. Pres. Conf., 155 F. Supp. 768, 819 (E.D. 
Pa. 1957). 

28 See Eastern R.R. Pres. Conf. v. Noerr Motor Frgt., Inc., 365 U.S. 127, 143 n. 23, 81 
Sup. Ct. 523, 532 n.23 (1961). 

29The district court held that the truckers’ public relations program, which 
paralleled the railroad campaign in everything but success, was a reasonable restraint of 
trade because the underlying purpose was to seek governmental action favorable to the 
trucking industry as distinguished from the railroads’ purpose which was to seek 
governmental action destructive of the truckers. Since legislation favorable to the 
truckers is necessarily unfavorable to the railroads, the end result is the same in terms 
of relative competitive advantage whether the particular campaign is offensive or 
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was a private injury to the individual plaintiffs.2° Rather it found an injury to 
the “good will” of the association to which the individual plaintiffs belonged, 
apparently on the theory that each had a property right in the gross amount of 
“good will” attributable to the association.*! In any event, neither an injunction 
nor damages can be awarded under the Sherman Act unless the plaintiff can 
prove both a public injury and a private injury (although private injury can be 
per se public injury.) 

The scope and viciousness of the third party campaign used by the railroads 
influenced the district court significantly in its struggle to award relief to the 
truckers.32 Because “public relations” has gained a firm foothold in business circles 
as a profit producing institution, it is likely that future campaigns of the type 
involved in the instant case will drive victims to the courts for relief.33 Although 
the Sherman Act was not eliminated as a vehicle for court action in this type of 
case by the Noerr decision, the bar of the first amendment was firmly placed in 


defensive. The obvious conclusion is that the resulting restraint of trade is reasonable 
in either case, or put another way, that the conduct of both parties was purely political 
in form and not covered by the Sherman Act. 


80 Admittedly the individual plaintiffs stipulated that they should recover no 
damages other than those accruing from Governor Fine’s veto of a bill favorable to the 
trucking industry, but this stipulation could not alter the requirement that an injury 
to the individual plaintiffs be demonstrated. ; 

31 Since the association was merely the agent of the individual plaintiffs, an award 
of damages to the agent (assuming that there could be good will in gross) was barred 
by the stipulation set forth in the preceeding footnote. Judge Biggs covered the whole 
“good will” problem in his dissent, Noerr Motor Frgt., Inc. v. Eastern R.R. Pres. Conf., 
273 F.2d 218, 229-30 (3d Cir. 1959). 


32 The “third party technique” has never met with judicial approval when presented 
to a court in one of its various forms. A contract by which one party stipulates to 
employ a number of secret agents in order to obtain the passage of a particular law 
and the other party promises to pay a large sum if the law should pass has been declared 
unenforceable as against public policy. Marshall v. Baltimore & O.R.R., 57 U.S. (16 
How.) 314, 333 (1853). Sums paid under such a contract are not deductible as ordinary 
and necessary business expenses. Commissioner v. Textile Mills Sec. Corp., 117 F.2d 62 
(3d Cir. 1940), aff'd, 314 U.S. 326, 62 Sup. Cr. 272 (1941). See Hazel-Atlas Glass Co. 
v. Hartford-Empire Co., 322 U.S. 238, 64 Sup. Ct. 997 (1944); United States v. Silliman, 
167 F.2d 607 (3d Cir.), cert. denied, 335 U.S. 825, 69 Sup. Ct. 48 (1948); United States 
v. New York Great Atl. & Pac. Tea Co., 173 F.2d 79, 89-90 (7th Cir. 1949). 


33 The problem highlighted by the Noerr case is that there is no sure and certain 
remedy if a party is actually injured by a campaign of the railroad type. Section 5 of 
the Federal Trade Commission Act, 38 Stat. 717, 719 (1914), 15 U.S.C.A. § 45(b) (1951), 
provides that the FTC can issue a cease and desist order for unfair competition when 
it finds the practice complained of is prejudicial to the public interest. Although the 
FTC will investigate upon a private complaint, the injured party cannot recover dam- 
ages and must hurdle the “public interest” barrier. FTC v. Klesner, 280 U.S. 19, 27-30, 
50 Sup. Ct. 1, 3-4 (1929), illustrates the limited scope and function of § 5. The common- 
law action for disparagement is ineffectual because the plaintiff must overcome a pre- 
sumption that the statements complained of are true and must establish an intent to dis- 
parage plus special damages (loss of specific sales to customers). Prosser, Torts § 108 
(2d ed. 1955) (tort labeled injurious falsehood); 3 RESTATEMENT, Torts §§ 624-52 (1938). 
Although concerted action is not a prerequisite, the remedy is meaningless when a 
“public relations campaign” is conducted against a large number of firms because each 
individual injury is deemed nominal even when the loss to the group as a whole can be 
established. 
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front of potential plaintiffs.84 The Supreme Court is to be applauded for the 
forthright manner in which it raised and anchored this barrier. 


James M. Treece 


CONSTITUTIONAL LAW—Ordinance Requiring Submission of Motion 
Pictures for Examination and Licensing Prior to Exhibition Not Void Per Se. 
(United States) 


Petitioner applied for a permit to exhibit a motion picture and tendered the 
permit fee but refused to offer the film for “examination or censorship” as re- 
quired by the Municipal Code of the City of Chicago.! The city rejected the 
application solely because the film had not been submitted. Petitioner sought 
injunctive relief to order issuance of the permit contending that the provision 
of the Code requiring examination constituted, on its face, a previous restraint 
in violation of the first and fourteenth amendments. The district court dismissed 
the complaint, and the court of appeals affirmed. On certiorari, held: Affirmed 
(four Justices dissenting). Liberty of speech is not absolute and not all previous 
restraints on speech are invalid. Absent a showing of unreasonable stricture on 
individual liberty resulting from the application of the ordinance in particular 
circumstances, such an ordinance is not void on its face. Times Film Corp. v. 
City of Chicago, 365 U.S. 43, 81 Sup. Cr. 391 (1961).? 

The Supreme Court held in Joseph Burstyn, Inc. v. Wilson® that motion 
pictures are a significant medium for the communication of ideas and are entitled 
to the protections guaranteed by the first and fourteenth amendments. As the 
“clear and present danger” rule demonstrates, this first amendment freedom of 
free speech has been given strict protection. Thus, with few exceptions, the 
Court has refused to sustain a statute which amounts to a previous restraint. In 
Near v. Minnesota* it was pointed out that the chief purpose of the guarantee 
of freedom of speech and press has been to prevent previous restraints on publi- 
cation.5 The Near case, however, recognizes that this protection is not absolute 


34 Assuming the elements of a Sherman Act violation were present, it would appear 
that a plaintiff could recover for injuries sustained through third party activities to the 
extent that more was involved than petitioning the legislature (such as directly inducing 
a boycott) or to the extent that a legislative campaign was a sham. Eastern R.R. Pres. 
Conf. v. Noerr Motor Frgt., Inc., 365 U.S. 127, 142-44, 81 Sup. Ct. 523, 532-33 (1961). 
See Black & Yates, Inc. v. Mahogany Ass’n, Inc., 129 F.2d 227 (3d Cir.), cert. denied, 
317 U.S. 672, 63 Sup. Ct. 76 (1942); Professional & Businessmen’s Life Ins. Co. v. Bankers 
Life Co., 163 F. Supp. 274 (D. Mont. 1958); Caldwell-Clements, Inc. v. Cowan Pub. 
Corp., 130 F. Supp. 326 (1955); Swartz v. Foward Ass’n, 41 F. Supp. 295 (D. Mass. 
1941). 

1Cuicaco, Iny., MunicipaL Cone § 155-1 (1959): “It shall be unlawful for any 
person to show or exhibit . . . any [motion picture] . . . without first having secured 
a permit therefor from the commissioner of police.” Id. § 155-4: “Such permit shall 
be granted only after the motion picture ... has been produced . . . for examination 
or censorship.” 

2 Motion for rehearing denied, 365 U.S. 856, 81 Sup. Cr. 798 (1961). 

3 343 U.S. 495, 72 Sup. Ct. 777 (1952). See Comment, 1952 U. Int. L.F. 439. 


4283 U.S. 697, 51 Sup. Ct. 625 (1931). 
5 Near held that a state could not enjoin the further publication of malicious stories 
by a newspaper. See also Saia v. New York, 334 U.S. 558, 68 Sup. Cr. 1148 (1947); 
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and may be limited to the “exceptional case.” The opinion goes on to indicate 
that the primary requirements of decency can be enforced against obscene 
publication.® 

Burstyn also stated that the freedoms of the first amendment are not un- 
limited. The Court said that to hold that motion pictures fall within the first 
amendment did not require the conclusion that there is an absolute freedom to 
exhibit every motion picture of every kind at any time or place. Furthermore, 
motion pictures would not necessarily be subject to the precise rules governing 
any other particular method of expression. The opinion indicated, however, 
that the state (or city) in attempting to sustain the validity of a statute per- 
mitting censorship has a “heavy” duty to demonstrate that the statute is designed 
to reach only the “exceptional case” as defined in Near. 

Since Burstyn, film distributors have attacked these statutes on the grounds 
that the standards are insufficient, as a matter of due process, to guide the censors, 
and that such statutes are a prior restraint in violation of the first and fourteenth 
amendments. Up to the time of the present case, however, the latter argument 
had been completely avoided by the Supreme Court. Its decisions were based 
entirely upon the sufficiency of the particular standards in the challenged statutes. 
In Burstyn the term “sacrilegious” was held to be too vague, and, therefore, a 
refusal ef a license on this ground constituted a violation of due process. The 
Court there expressly refused to decide whether a state may censor motion 
pictures under a clearly drawn statute and made no decision on the validity of 
a previous restraint. In a series of censorship cases following Burstyn various 
state court decisions upholding a censor’s refusal to allow a film to be shown on 
the grounds that it violated a standard in the particular statute were reversed 
per curiam.’ Burstyn was cited as authority. The conclusion follows that these 
laws were held unconstitutional because the statutes contained insufficient stand- 
ards to guide the censors. In 1958 the Supreme Court again refused to rule 
upon the contention that a state is without power to require licensing prior to 
exhibition but held that a license could not be denied for “Lady Chatterley’s 
Lover” under the vague standard “immoral.” 8 While the term “obscene” has 
been held to be a sufficient standard by the Illinois high court ® and the Seventh 
Circuit, the Supreme Court has yet to make a clear ruling.!! It remains un- 


Cantwell v. Connecticut, 310 U.S. 296, 60 Sup. Cr. 900 (1940); Lovell v. Griffin, 303 
USS. 444, 58 Sup. Ct. 666 (1938). There is a complete discussion of the question of 
previous restraints in Emerson, The Doctrine of Prior Restraints, 20 Law & CoNTEMP. 
Pros. 648 (1955). 

®Roth v. United States, 354 U.S. 476, 77 Sup. Ct. 1304 (1956), held that obscenity 
is not within the scope of constitutionally protected speech. See also Champlinsky v. 
New Hampshire, 315 U.S. 568, 62 Sup. Ct. 766 (1942). 

™Holmsby Productions, Inc. v. Vaughn, 350 U.S. 870, 76 Sup. Ct. 117 (1955) 
(indecent or immoral); Superior Films, Inc. v. Department of Educ. of Ohio, 346 U.S. 
587, 74 Sup. Ct. 286 (1954) (harmful); Gelling v. Texas, 343 U.S. 960, 72 Sup. Ct. 1002 
(1952) (prejudicial to the best interest of the City). For an extended discussion of 
these cases see Nimmer, The Constitutionality of Official Censorship of Motion Pictures, 
25 U. Cut. L. Rev. 625 (1958). 

8 Kingsley Int’l Pictures Corp. v. Regents of the Univ. of New York, 360 U.S. 684, 
79 Sup. Ct. 1362 (1958). 

® American Civil Liberties Union v. City of Chicago, 3 Ill. 2d 334, 121 N.E.2d 585 
(1954). See Comment, 1954 U. It. L.F. 678. 

10 Times Film Corp. v. City of Chicago, 244 F.2d 432 (7th Cir. 1957). 

11355 U.S. 35, 78 Sup. Ct. 115 (1957). The Court reversed the Seventh Circuit, 
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certain, then, whether it would be possible to draft a censorship statute which 
would be sustained by the Court. 

In the present case, because of the refusal to submit the film, no questions 
as to the sufficiency of the standards set down by the Chicago Code were raised. 
Thus, the petitioner forced the narrow issue of whether a previous restraint 
per se on the showing of a motion picture was unconstitutional under the first 
amendment.!2 The petitioner contended that all prior restraints are uncon- 
stitutional and that there is a right to exhibit any film at least once. The Court, 
however, rejected this argument upon the basis of statements in Near and 
Burstyn that the protection from previous restraints is not absolute if an ex- 
ceptional case can be shown !3 and also upon its previous holding that obscenity 
is not within the realm of constitutionally protected speech.!4 Therefore, as 
there was no unreasonable condemnation in relation to any specific standard 
of this Code, the City could not be said to be constitutionally without the power 
to prevent publication of such matter in the most effective manner. This, of 
course, left open the question of what may be decided in a case involving a par- 
ticular standard under the Code. ' 

The dissenting Justices 15 looked beyond the possibility of obscene movies 
and declared that the majority apparently had given sanction to prior examina- 
tion of all motion pictures, regardless of their subject matter. Chief Justice War- 
ren stated that the rejection of prior censorship is an inherent and basic principle 
of freedom of speech and press and contended that the majority had moved away 
from this principle. He charged that the City of Chicago had not sustained the 
“heavy burden” imposed by Burstyn to show that “Don Juan” was an exceptional 
case and could be subjected to prior censorship. The dissenters also objected to 
the fact that under this Code, as in most censorship statutes, the injunction against 
exhibition becomes effective before there is a judicial trial on whether the film is 
in violation of the Code. The censor performs his duties free from all pro- 
cedural safeguards afforded in a court of law. They suggested that the decision 


but it has been suggested that this was a reversal only on the facts, not on the sufficiency 
of the standard. The Court cited only a case upholding a criminal obscenity statute 
and did not cite cases such as Burstyn which held standards invalid. From this it has 
been concluded that only the specific application of the term “obscenity” was improper 
and such a standard itself would not be unconstitutional. Zenith Int’ Film Corp. v. 
City of Chicago, 183 F. Supp. 623, 635 (N.D. Ill. 1960); Note, 71 Harv. L. Rev. 326, 340 
(1957). See, however, Rothman & Harris, Control of Movies by Criminal Law, 61 Com. 
L.J. 360, 361 (1956), suggesting that any of the standards, including “obscene,” are in- 
valid on the basis of Burstyn. See also Paramount Film Distrib. Corp. v. City of Chicago, 
172 F. Supp. 69 (N.D. Ill. 1959). The court held that a provision of the Chicago Code 
allowing only a limited permit if the picture “tends towards creating a harmful im- 
pression on the minds of children” was unconstitutional due to vagueness. 

12 This question has been previously considered by lower courts. The district 
court and the Illinois Supreme Court have held that the Chicago Code imposes a valid 
previous restraint. Zenith Int’l Film Corp. v. City of Chicago, supra note 11; American 
Civil Liberties Union v. City of Chicago, supra note 9. 

13 283 US. at 716, 51 Sup. Ct. at 631. 

14 Roth v. United States, 354 U.S. 476, 77 Sup. Ct. 1304 (1956). The Court in Near 
said the “primary requirements of decency may be enforced against obscene publica- 
tion.” 283 U.S. at 716, 51 Sup. Ct. at 631. It is interesting to note that the movie in 
question in the present case, “Don Juan,” is an innocent Italian opera film of Mozart’s 
“Don Giovanni.” 

15 Justices Warren, Black, Douglas, and Brennan. 





REESE 


PEERS EAR 


SS i Ses 


se ee 








Fs 
se 
% 
@ 


IST RAE AR 


Sag 


eaby scar, 


aa 


ase eT 


nat ae 


Brolin 











GERRI Ss PPE TIO RR 











= 
4 
a 
# 


if 


STEN 


Ber eS 


cae 


PPR 


OEY 


QR NSE TS ae 


ESTER IRL 


— 





SUMMER] RECENT DECISIONS 335 


of the majority comes too close to holding that all other mediums of expression 
may be subjected to censorship. 

There is apparently a widespread feeling that motion pictures have a much 
greater capacity for evil than other forms of communication, such as books or 
newspapers, and if controls may be exercised only through criminal prosecutions, 
much of the harm will be done before effective sanctions can be achieved. There- 
fore, it is argued, prior censorship should be allowed because it is the most 
effective method of protecting the public from dangerous motion pictures.1¢ 
Against such an argument one must weigh the fact that because litigation takes 
time and expense, the decision of the censor will generally be conclusive as to 
what the public will see. Further, unless the distributor chooses to appeal the 
decision, there is nothing to prevent the personal convictions of the censor from 
entering into his decision and thus being forced upon the entire community. 

Proper analysis of this decision requires that a distinction be made between 
permitting examination of a film and permitting actual restraint of its exhibition 
if it does not meet with the examiner’s approval. The Near decision held that 
as a general rule publications are to remain free from any previous restraint, but 
that a publication may be restrained, in the sense of preventing publication, in the 
“exceptional case.” 17 The Court did not hold that a mere examination of any 
publication prior to release is unconstitutional. The Burstyn decision likewise 
merely rejected the standard upon which the censor attempted to restrain the 
exhibition of the film. The dissenting justices in the instant case, however, severely 
criticize the majority opinion, contending that a code which requires examination 
of a film violates the principle laid down in Near and Burstyn that all publications 
must remain free from previous restraint. The dissenters attempt to extend 
these two cases to mean that the examination itself is unlawful, and thus fail 
to make the important distinction between examination and actual restraint. 
Careful examination indicates that both of these decisions recognize the per- 
missibility of restraint in the exceptional case. Obviously it is necessary to ex- 
amine all films in order to determine whether a particular film presents an 
exceptional case. 


Although requiring examination imposes a limitation upon the circulation 
of motion pictures, the Court has said that “each method [of expression] tends 
to present its own peculiar problems... .” 18 The Court is apparently recognizing 
the above argument that motion pictures have a greater capacity for evil and is 
distinguishing movies from other modes of communication because of the “pe- 
culiar problems” created by this greater capacity for evil. Thus, under the 
authority of the instant case, a city may examine films before exhibition. The 
examination, however, must be made in connection with a code which sufficiently 
defines the “exceptional case” as suggested by Near. However, it is submitted 
that it will be difficult to draft any statute which will be accepted by the present 
Court.!9 Therefore, if a standard fails, the restaint will be illegal. If, however, a 


16 “There is a need for censorship which extends beyond the sanctions of subse- 
quent punishment. ... Censorship of motion pictures is necessary to protect the ‘health,’ 
‘morals,’ ‘safety,’ and ‘well-being and tranquility of the community’.” “Intelligent 
censorship of motion pictures is not only necessary, but is the only feasible method of 
restriction upon unlawful motion pictures.” Zenith Int’ Film Corp. v. City of Chicago, 
183 F. Supp. 623, 631, 632 (N.D. Ill. 1960). 

17283 US. at 716, 51 Sup. Ct. at 631. 

18 343 U.S. at 503, 72 Sup. Ct. at 781. 


19From previous decisions it appears that Justices Warren, Black, Douglas, and 
Brennan will always be opposed to any type of censorship statute. Thus, it would be 
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standard is sustained, the restraint on exhibition will be limited to this standard, 
and the censor will be under a duty to grant automatically a permit for any 
other film. In other cases official sanction would lie only in criminal prosecution.?° 


Bernarp T. WALL 


DIVORCE—Van Dam Case Accelerates Passage of Optional “Cooling-Off” Law. 
(Illinois) 


Plaintiff filed a praecipe for summons?! under the 1955 Illinois Divorce Act,? 
and was granted a waiver of the sixty-day “cooling-off” period’ on the ground 
that she feared she would become liable for debts contracted by her husband. 
A decree was granted, and defendant’s petition to set aside the decree, filed al- 
most three months later, was denied. The appellate court reversed* on the 
ground that a court may not exercise its discretion in waiving the sixty-day 
“cooling-off” period unless it finds a more substantial ground than the fact that 
the wife “fears” she will become Jiable for her husband’s debts. The narrow 
question presented to the supreme court was whether an erroneous waiver of the 
“cooling-off” period is the type of error that may be reached by a post-judg- 
ment petition under section 72 of the Civil Practice Act.5 On appeal, held: 
Reversed. The defendant’s allegations were, at most, a charge of mistaken 
judgment on the part of the trial court, which does not constitute an error of 
law apparent on the face of the record, reviewable under section 72. Van Dam 
v. Van Dam, 21 Ill. 2d 212, 171 N.E.2d 594 (1961). 

The question resolved by the Van Dam decision has, for all practical pur- 
poses, become moot in view of the Illinois legislature’s recent amendment to the 


necessary to convince only one Justice that the standards of a particular statute are 
invalid. It is submitted that Justice Clark would be the most easily convinced in the 
light of his opinion in Burstyn, and his opinion in the present case in which he puts off 
the real question of validity of the Code until it can be examined in its application. 


20 A state may, in exercise of its police powers, punish persons who abuse freedom 
of speech. Kovacs v. Cooper, 336 U.S. 77, 69 Sup. Ct. 448 (1949); Stromberg v. Cali- 
fornia, 283 U.S. 359, 51 Sup. Ct. 532 (1931). See also Itz. Rev. Strat. c. 38, § 470 (1959). 

1A praecipe for summons recites only the names of the parties, and requests the 
issuance of summons. 

2Tll. Laws 1957, at 1900, Int. Rev. Strat. c. 40, §§ 7a-f (1957). 


37d. at 1901, Itt. Rev. Srat. c. 40, § 7c (1957): “The court ... in its discretion 
may ... grant leave to file or order the filing of a complaint . . . before the expiration of 
the 60-day period. 

“No decree for divorce shall be entered in any divorce proceedings before the 
expiration of said 60-day period, except the court may in its discretion hold a hearing 
and grant a divorce before the expiration of said 60-day period providing said affidavit 

. specifically sets forth facts which satisfy the court that an immediate decree is 
warranted to protect the substantive rights of any person affected by such decree.” 

4Van Dam v. Van Dam, 25 Ill. App. 2d 72, 165 N.E.2d 720 (1st Dist. 1960). 

5Ixt. Rev. Stat. c. 110, § 72 (1959). Section 72 defines the procedure by which a 
litigant after thirty days may seek relief from a final judgment or decree, but review 
is limited to the following situations: 

(1) error apparent on the face of the record; 
(2) new matter or newly discovered evidence; 
(3) fraud. 
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Divorce Act, which declares the “cooling-off” provision to be optional. This 
amendment represents an admission by the legislature that it has failed in its 
fourteen-year search for a divorce law satisfactory to the courts, yet procedurally 
and constitutionally adapted to stem the flow of divorce decrees in the post-war 
era. 

In 1955 Illinois passed a divorce law that seemingly satisfied both aims. While 
the legislatures of several states had provided for delay prior to the divorce trial, 
or for delay in the entry of the final decree,” Illinois became the first state to 
enact a law which postponed the filing of the complaint itself. This procedure 
created a “cooling-off” period before the drawing of the battle lines between the 
parties. Because of its alleged tendency to prevent disintegration of family har- 
mony, the act was hailed as a great step toward solving the divorce problem.? 

The 1955 act emerged only through the repeated efforts of its proponents 
to overcome constitutional barriers. On three occasions the Illinois Supreme 
Court ruled unconstitutional the legislative attempts to pass a divorce law aimed 
specifically toward reducing “quickie” divorces.!° The third attempt, in 1953, 
provided for the filing of a statement of “intention to sue” and barred filing the 
complaint until the “intention to sue” had been on file for sixty days.11_ However, 
the act was held unconstitutional in People ex rel. Christiansen v. Connell 12 as 


STi. Rev. Stat. c. 40, §§ 7a-f (1959). 

7 Ariz. Cope ANN. c. 21, § 21-1202 (Supp. 1952); Coro. Rev. Stat. c. 46, § 1(7) 
(1953); Conn. Gen. Star. tit. 46, c. 810, § 46-16 (1958); Inp. Stat. ANN. § 2-1905 (Burns 
1946); Kan. Gen. Stat. ANN. c. 60, art. 15, § 60-1517 (1949); Mucu. Strat. ANN. § 
25.89 (1959); Nes. Rev. Srat. c. 42, § 305.02 (1943); Onto Rev. Cope ANN. tit. 31, § 
3105.09 (Page 1960); S.C. Cone tit. 20, c. 2, § 20-108 (1952); Tex. Strat. ANN. c. 4, 
§ 4632 (Vernon 1959); Vr. Rev. Strat. § 3255 (1947); Was. Rev. Cone tit. 26, § 
26.08.040 (1951). 

8 Miner, An Illinois Innovation: The Cooling-Off Divorce Law, 42 A.B.A.J. 1131 
(1956). 

915 Wasn. & Lee L. Rev. 327 (1958). 

10 The first attempt was made in 1947, by an act which provided for a special 
divorce division of the courts. However, this court reform was limited to communities 
with populations in excess of 500,000, in an effort to resolve the acute divorce problem 
in Chicago. Ill. Laws 1947, at 813, Int. Rev. Stat. c. 40, § 7 (1947). The supreme court, 
in Hunt v. County of Cook, 398 Ill. 412, 76 N.E.2d 48 (1947), found the act violated 
article IV, section 22 of the Illinois Constitution, which forbids special legislation. 

A 1949 act which paralleled the first, except that it gave each court in the state the 
option of accepting or rejecting the proposed reform, Ill. Laws 1949, at 730, ILL. Rev. 
Stat. c. 40, § 7 (1949), was found by the Supreme Court of Illinois to be objectionable 
under article III of the Illinois Constitution, as an unwarranted delegation of legislative 
power to the judiciary. Bernat v. Bicek, 405 Ill. 510, 91 N.E.2d 588 (1950). 

The legislature made several modifications before passing another divorce act in 
1953. Notable for its absence was the clause for special divorce divisions. Instead, the 
act provided for the filing of a statement of intention to sue, and barred filing the 
complaint until the intention to sue had been on file for sixty days, Ill. Laws 1953, at 
243, Inu. Rev. Stat. c. 40, §§ 7a-c (1953). The waiting period was intended to promote 
a reconcilation, by allowing the parties time to reflect before rushing into an ill-advised 
divorce. This act was held, in People ex rel. Christiansen v. Connell, 2 Ill. 2d 332, 118 
N.E.2d 262 (1954), to deny litigants the right to obtain justice without delay, in viola- 
tion of article II, section 19, of the Illinois Constitution. 


11 T]], Laws 1953, at 243, Int. Rev. Stat. c. 40, §§ 7a-c (1953). 
122 Il. 2d 332, 118 N.E.2d 262 (1954). 
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a denial to litigants of the right to obtain justice without delay.!° Finally, a short 
while after its passage, the court sustained the 1955 act.14 This act provided for 
the filing of a praecipe for summons, followed by a sixty-day delay prior to filing 
the complaint.! By using the praecipe for summons rather than the statement of 
intention, the constitutional guarantee of speedy justice was satisfied.1® Like its 
1953 predecessor, this act contained an emergency clause that allowed the court, 
in its discretion, to waive the waiting period. This was not an unqualified dis- 
cretion; it was to be exercised only where facts were set forth which satisfied the 
court that an immediate decree was warranted to protect the substantive rights 
of any person affected by the divorce decree.!7 

There was immediate dissatisfaction with the act in two respects. First, the 
courts seemed to find it more convenient to waive the waiting period, regardless 
of the grounds, and grant the decree, rather than crowd their dockets with pend- 
ing actions. This all too common practice tended to nullify the beneficial pur- 
pose of the waiting period. Yet, due to the difficulties in defining an abuse of 
discretion, and in rebutting the presumption of discretion rightly exercised,!® 
this practice had never been tested on appeal until the instant case. 

When the appellate court was finally given the opportunity to review the 
waiting period provision, it attempted to reassert the original purposes of the 
law by forcing the trial courts to withhold their discretionary exercise unless 
more substantial grounds could be shown. The supreme court, however, ap- 
parently felt it was now too late for remedial action, since an affirmation of 
the lower court decision could subject prior decrees to attack under section 72, 
and suspend the status and property rights of several thousand persons. By 
holding the discretionary exercise to be merely regulatory, not jurisdictional, 
the court indicated that no particular grounds were necessary for the exercise of 
discretion. It would seem to follow that under the 1955 act there could be no 
abuse of discretion in any case, and, therefore, no error of law reviewable 
under section 72. This is shown by the instant case where the complaint asserted 
that the plaintiff feared she would become liable for debts incurred by her hus- 
band during the waiting period. The record showed, however, that in a prop- 
erty settlement agreement filed on the same day as the complaint the husband 
had agreed to give plaintiff household furniture of value plus $5,000 in lieu of 
alimony. Thus, the settlement itself showed the defendant to be a man of some 
substance, and that the plaintiff had no grounds for her alleged fears. Yet the 
court found the waiver was no more than a matter of mistaken judgment, not 
an error of law apparent on the face of the record. 

A second objection to the 1955 act rose from the fact that it was a pro- 
hibitive law which precluded litigants from making immediate settlement of their 
disputes unless the “cooling-off” period was waived. It has been argued that 
even a prohibitive law will not deter parties bent on divorce, and therefore it 
is poor social policy to prolong a cancerous marriage. But this has not been the 


18 TLL, Const. art. II, § 19. 

14]]]. Laws 1955, at 2114, Inu. Rev. Strat. c. 40, §§ 7a-f (1955). This act provided 
“for the immediate commencement of the suit by filing of the praecipe for summons, 
with the consequent prompt obtaining of jurisdiction over the subject matter of the 
parties.” People ex rel. Doty v. Connell, 9 Ill. 2d 390, 393, 137 N.E.2d 849, 853 (1956). 

15 T]]. Laws 1957, at 1901, Int. Rev. Stat. c. 40, § 7b (1957). 

16 Tir. Const. art. 2, § 19. 

17 [1]. Laws 1957, at 1901, Int. Rev. Srat. c. 40, § 7c (1957). 

18 Bowers, JupiciaL DiscrETION oF TriaL Courts §§ 17, 18 (1st ed. 1931). 
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experience in other jurisdictions. Prior to the passage of the 1955 Illinois statute, 
twelve states had divorce laws with a waiting period.!® In eight of these statutes, 
there are no provisions for a waiver of this period.2° Moreover, none of these 
eight states has subsequently found it necessary to compromise the law by the 
addition of a waiver clause. 

As a consequence of these objections, various groups in the state, even before 
the instant case had been appealed, initiated a proposal either to eliminate the 
waiting period or make it optional. The latter course was adopted. The present 
law reads: “Actions for divorce shall be commenced as in other civil cases, or, 
at the option of the plaintiff, by filing a praecipe for summons . . . in which latter 
case a complaint may be filed at any time thereafter.” 2! It is doubtful that any 
parties will ever avail themselves of the optional provision of this law. The pur- 
pose of the 1955 act was to force parties who would otherwise obtain an im- 
mediate divorce to “cool-off” for sixty days, thereby presumably facilitating 
reconciliation. The present law, by making the waiting period optional, allows 
the party to do just what the prior act attempted to eliminate—file for im- 
mediate divorce. Furthermore, this law does not set a specified waiting period 
should the plaintiff file a praecipe rather than a complaint. Indeed, it allows the 
complaint to be filed “at any time thereafter.” 

It is submitted that Illinois would be better able to effectuate its legislative 
policy of fostering and protecting marriage 2? by re-enacting the sixty-day waiting 
period requirement, without the waiver proviso. The de facto imposition of an 
invariable delay in remedy might create a constitutional issue, though it is not 
believed to be a serious one. The courts could place more reliance on the use 
of an injunction to give provisional relief in situations where the substantive rights 
of one party are shown to be in jeopardy.2 Such a law would not suffer from 
the practical disabilities apparent in the 1955 act, nor would it be a step backward, 
as is the 1961 act. 


Lott H. THomMas 


19 Ariz. Cope ANN. c. 21, § 21-1202 (Supp. 1952); Coro. Rev. Star. c. 46, § 1(7) 
(1953); Conn. GEN. Srat. tit. 46, c. 810, § 46-16 (1958); Inv. Stat. ANN. § 2-1905 
(Burns 1946); Kan. Gen. Stat. ANN. c. 60, art. 15, § 60-1517 (1949); Mic. Stat. ANN. 
§ 25.89 (1957); Nes. Rev. Stat. c. 42, § 305.02 (1943); Onto Rev. Cope ANN. tit. 31, 
§ 3105.09 (Page 1960); S.C. Cone tit. 20, c. 2, § 2-108 (1952); Tex. Stat. ANN. c. 4, 
§ 4632 (Vernon 1959); Vr. Rev. Stat. § 3255 (1947); Wasu. Rev. Cone tit. 26, § 26.08.040 
(1951). 

Since 1955 Iowa and Wisconsin have passed divorce laws similar to the 1955 Illinois 
law. See Iowa Cope ANN. § 598.25 (Supp. 1960); Wis. Stat. ANN. § 247.085 (West 
Supp. 1960). 

20 Ariz. Cope ANN. c. 21, § 21-1202 (Supp. 1952); Inp. Stat. ANN. § 2-1905 (Burns 
1946); Micu. Stat. ANN. § 25.89 (1957); Nes. Rev. Srat. c. 42, § 305.02 (1943); Onto 
Rev. Cope ANN. tit. 31, § 3105.09 (Page 1960); S.C. Cone tit. 20, c. 2, § 20-108 (1952); 
Tex. Stat. ANN. c. 4, § 4632 (Vernon 1959); Wasu. Rev. Cope tit. 26, § 26.08.040 (1951). 

21 TLL. Rev. Stat. c. 40, §§ 7a-f (1959). 

22 People v. Walker, 409 Ill. 413, 100 N.E.2d 621 (1951). 


23 The constitutionality of a mandatory post-jurisdictional waiting period has never 
been litigated, although it was approved inferentially in People ex rel. Doty v. Connell, 
9 Ill. 2d 390, 137 N.E.2d 890 (1956). Under this proposal the parties would be required 
to wait the necessary sixty days, but a protective injunction could be issued where a 
waiver might have been effected under the 1955 law. 

The waiver clause was questioned in Doty as being a violation of the constitution, 
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GIFT TAX—“Certificates of Indebtedness” Payable Upon Termination of 
Trust Held To Qualify for the Annual Exclusion. (Federal) 


With the intention of making lifetime gifts to members of his family, the 
donor conveyed certain real estate in trust and, with considerable regularity 


for the years 1935-1942, transferred to family members “certificates of indebted- . 


ness,” purporting to be obligations of the spendthrift trust. These non-assignable 
certificates bore current interest at the rate of six per cent,! but the principal 
was payable only out of the corpus of the trust. After the donor’s death, in a 
proceeding for instructions initiated to establish for federal estate tax purposes 
the nature of the certificates, a probate court held that the certificates repre- 
sented under Massachusetts law valid enforceable obligations of the trust.? Con- 
sequently, the Tax Court allowed the estate in determining its estate tax liability 
to deduct the outstanding certificates of indebtedness from the value of the trust, 
which was includible in the gross estate. In a subsequent suit to recover a gift 
tax deficiency, the Tax Court held that the 1940-1942 gifts were (1) “in substance 
and legal effect gifts in trust” and (2) were future interests in property within 
the meaning of the 1939 Code, séction 1003(b)(2),3 and therefore did not qualify 
for the annual exclusion. On appeal, beld: Reversed. The gifts of the certificates 
were outright gifts as indicated by the probate court, and, therefore, qualified 
for the annual exclusion. The court did not rule on the issue of whether the 
certificates represented future interests in property. Vose v. Commissioner, 284 
F.2d 65 (1st Cir. 1960). 

The most disturbing single aspect of this case relates to the question of why 
the court concerned itself only with the “gift in trust” problem, in view of the 
fact that the Tax Court had previously determined that the certificates were 
also gifts of future interests. 


which requires a uniform operation of the laws with respect to the courts, ILL. Const. 
art. IV, § 29, and prohibits local or special legislation, ILL. Const. art. IV, § 22, but the 
court found no contravention. People ex rel. Doty v. Connell, supra. However, the 
fact that the clause is constitutional does not make it essential or desirable. It cannot 
be desirable until a standard has been set to guide the courts in the use of discretion. 


1The Tax Court found the interest to be payable out of the trust income; such 
finding is, however, at variance with the terms of the certificates themselves, which 
provided that all obligations thereunder were payable only out of the corpus of the 
trust. 

2 The decedent’s gross estate and the trust estate are separate entities for federal 
tax purposes, even though the trust was includible in the gross estate under § 811(c) of 
the 1939 Code because the donor retained some control. Estate of Rose M. Harper, 
3 T.C. 1151 (1944); Estate of Frederic E. Baldwin, 44 B.T.A. 900 (1941). The require- 
ment in § 812(b) of the 1939 Code to the effect that deductible claims must have been 
“contracted bona fide and for adequate and full consideration in money or money’s 
worth” applies only to claims against the decedent’s gross estate. Estate of Rose M. 
Harper, supra. Claims against a trust estate need only be “enforceable” under the local 
law to be deductible in determining the amount of the trust includible in the gross 
estate. Smith v. Erickson, 221 F.2d 1 (9th Cir. 1955); Estate of Rose M. Harper, supra; 
Nashville Trust Co. v. Commissioner, 136 F.2d 148 (6th Cir. 1943). 

3“In the case of gifts (other than gifts in trust or of future interests in property) 
made to any person by the donor during the calendar year 1939 and subsequent calendar 
years the first $4,000 of such gifts to such person shall not . . . be included in the total 
amount of gifts made during such year.” Int. Rev. Code of 1939, § 1003(b)(2) (now 
Int. Rev. Cope or 1954, § 2503(b), except that the excludible amount has been reduced 
to $3,000. See also footnote 4 infra.) 
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As stated by the court, the gifts of the certificates quite clearly were not 
gifts in trust in the typical sense of a gift to A for the use and benefit of B. 
The taxpayer argued that Congress intended to deny the exclusion only to gifts 
in trust in the strict sense, in order to eliminate the possibility that a donor could 
completely escape gift tax by creating multiple trusts for the same beneficiary, 
each in the amount of the annual exclusion. This argument was apparently 
unnecessary, however, inasmuch as Judge Woodbury stated that he was per- 
suaded by the taxpayer’s argument based upon the probate court decree. The 
probate court had held that these certificates constituted “valid obligations” of 
the trust “enforceable, according to their tenor, in law and equity as a first charge 
against and encumbrance upon the corpus of the trust.” The donees thus had a 
claim which they could enforce eventually, whenever the trust terminated. The 
Court of Appeals seized upon this point, characterizing the donees as creditors 
rather than beneficiaries of the trust, and concluded from this that the certificates 
were outright gifts and not mere equitable beneficial interests in the trust fund. 

The “gift in trust” issue was, then, disposed of by the court with relative 
ease, and the annual exclusion was allowed. The trouble with this lies in the 
fact that the Tax Court had also determined the certificates to be gifts of future 
interests, and the latter issue was not considered by the court of appeals. It is 
interesting to note the explanation given by the court for this omission: 5 


“This determination is irrelevant now for the reason that the taxpayer is 
no longer challenging the Tax Court’s determination of the extent to which 
the gifts of certificates of indebtedness were gifts of future interests. He 
concedes that the excess of the face value of each certificate over the an- 
po ae of $4,000 ($1,000) is includible in total gifts and hence 
taxable. 


This conclusion borders on absurdity. The annual exclusion was denied 
as to “gifts in trusts or of future interests in property.”® The taxpayer came 
into court desiring to obtain the annual exclusion of $4,000 for each of the $5,000 
certificates. He stated, in effect, that if the court would grant him the exclusion, 
then whatever was left over was indeed a future interest. The taxpayer took 
the meat and offered the bones to the government. And the court swallowed 
this generous “concession.” 

It is difficult to understand how a gift can be four-fifths a present interest 
and one-fifth a future interest, when both “portions” are to commence in en- 
joyment simultaneously. The certificates were payable only out of the corpus 
of the trust upon termination, which was to occur upon the latter of either the 


4 This argument has strong support in the legislative history of the provision. In 
S. Rep. No. 1567, 75th Cong., 3d Sess., at 41: 

“The committee is also proposing an amendment by which the exclusion would 
not apply to gifts in trust. The Board of Tax Appeals and several of the Federal 
courts have held, with respect to gifts in trust, that the trust entities were the donees 
and on that account the gifts were of present and not of future interests. The statute, 
as thus construed, affords ready means of tax avoidance, since a donor may create 
any number of trusts in the same year in favor of the same beneficiary with a 
$5,000 exclusion applying to each trust. 

After Helvering v. Hutchings, 312 US. 393, 61 Sup. Ct. 653 (1941), held that the 
donee of a gift in trust is the beneficiary thereof rather than the trust itself, Congress 
amended the pertinent provision in 1942 so as to allow the exclusion as to gifts in trust 
made in 1943 and thereafter, so long as no future interest was involved. 


5 Vose v. Commissioner, 284 F.2d 65, 68 (1st Cir. 1960). 
6 Int. Rev. Code of 1939, § 1003 (b) (2). 
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death of the donor’s last born child or the death of the survivor of any of his 
grandchildren living at the time of the creation of the trust. 

The gift tax regulations provide that the term “future interests” relates to 
those interests which are limited to commence in use, possession, or enjoyment 
at some future date.? It is postponement of enjoyment rather than vesting of 
title which is determinative of the nature of a gift for tax purposes. Postpone- 
ment of the right to enjoyment of trust principal will, therefore, result in a gift 
of a future interest as to such principal, even if title thereto is vested.§ 

Clearly, the entire face value of each of these certificates was a gift of a 
future interest in property. They were payable only out of the corpus at some 
future time. It is true that this fact alone will not create a future interest, but in 
the instant case the donor created one by prohibiting any assignment of the 
certificates.2 Thus, the donees were unable to derive any immediate benefit by 
discounting them, for example, as they could negotiable notes. The certificates 
were similar in this respect to a life insurance policy which cannot be surrendered 
for cash value or borrowed upon; such a policy is a gift of a future interest.!° 

It is not altogether clear whether the interest on the certificates was paid 
out of the trust income or wasto be paid at termination out of the corpus. The 
Tax Court made the finding that it was in fact paid quarter-annually, but as 
the court indicates in the instant case, such a finding conflicts with the pro- 
vision of the certificates themselves that all obligations thereunder were payable 
only out of the corpus of the trust. This is one more element of the case which 
detracts from its significance as a precedent. To the extent, if any, that the 
interest was currently payable, the donees had a present interest therein,!! but 
if the income was to be accumulated and paid over with the corpus, the entire 
gift was of a future interest.12 

In any event, the certificates were assuredly gifts of future interests to the 
extent of their full face amount of $5,000 each, which was not payable until 
termination of the trust. Had the court of appeals ruled on this issue, it would 
not have been bound by the Massachusetts probate court’s finding of an “en- 
forceable obligation.” The decree of a state court which is not precisely on the 


7 Treas. Reg. § 25.2503-3(a) provides in part: 
“Future interests’ is a legal term, and includes reversions, remainders, and other 
interests or estates, whether vested or contingent, and whether or not supported by 
a particular interest or estate, which are limited to commence in use, possession or 
enjoyment at some future date or time. The term has no reference to such con- 
tractual rights as exist in a bond, note, (though bearing no interest till maturity), 
or in a policy of life insurance, the obligations of which are to be discharged by 
payments in the future. But a future interest . . . in such contractual obligations 
may be created by the limitations contained in a trust or other instrument of trans- 
fer used in effecting a gift.” 
8 Hessenbruch v. Commissioner, 178 F.2d 785 (3d Cir. 1950); J. Brody, 19 T.C. 126 
(1952); J. S. Phillips, 12 T.C. 216 (1949). 
®See Treas. Reg. § 25.2503-3(a), supra note 7. 
10 Joe J. Perkins, 1 T.C. 982 (1943). 
11Jn Tidemann v. Commissioner, 1 T.C. 968, 980 (1943), the court stated: “The 
fact that the exact amount of these dividends could not be definitely determined in 
advance does not make impossible the valuation of the right to receive them.” The 
court went on to say that the valuation would be made by use of the fixed rate of the 
dividend and the life expectancy which determines the duration of the gift of the divi- 
dends. 
12 Fondren v. Commissioner, 324 U.S. 18, 65 Sup. Ct. 499 (1945). 
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question in the federal court cannot be determinative of the federal tax question.!3 
The determination as to whether an interest is future or present for federal tax 
purposes must be upon a national standard rather than dependent upon local 
state law.14 

The use of “certificates of indebtedness” to create gifts intended by the donor 
to take effect at death is not likely to develop into a common device. None but 
the most optimistic of donors would gamble on an anomalous decision such as 
was rendered in the Vose case. Judicial absurdities seldom run in pairs. 


Rosert NotMan 


PATENTS—Contributory Infringement of a Combination Patent Under Sec- 
tion 271(c) of the Patent Code Held To Depend Upon Reconstruction of the 
Entity, Viewed as a Whole. (United States) 


Plaintiff was holder of a territorial grant to all rights in a combination patent 
en a “Convertible Folding Top with Automatic Seal at Rear Quarter.”1 One 
of the unpatented elements of this combination was a flexible top fabric, which 
had a useful life substantially shorter than that of the remaining components, and 
a replacement cost equal to about one-sixth the cost of the entire combination. 
Defendant manufactured and sold only custom-made fabric tops designed to fit 
the superstructure of the patented top combination. In the suit to enjoin the 
defendant’s alleged contributory infringement of this patent, and for an ac- 
counting of profits, the district court held that “replacing the fabric is not per- 
missive repair,”2 and found infringement of the patent. Likewise, the First 
Circuit held that “the defendants were not making permissible repairs to, but 
were substantially reconstructing, the convertible top combination,” * and were 


18 Estate of Shedd v. Commissioner, 237 F.2d 345 (9th Cir. 1956), cert. denied, 352 
US. 1024, 77 Sup. Ct. 590 (1957). 

14 United States v. Pelzer, 312 U.S. 399, 61 Sup. Ct. 659 (1941); Charles v. Hassett, 
43 F. Supp. 432 (D. Mass. 1942); V. B. Allen, 3 T.C. 1224 (1944). 

The court stated in Pelzer: 

“[T]he revenue laws are to be construed in the light of their general purpose 
to establish a nationwide scheme of taxation uniform in its application. Hence 
their provisions are not to be taken as subject to state control or limitation unless 
the language or necessary implications of the section involved makes its applica- 
tion dependent | on state law. ... We find no such implication in the exclusion of 
‘future interests’ from the benefits given by § 504(b).” Supra at 402-03, 77 Sup. Ct. 
at 661. 

1 Letters Patent No. 2,569,724, commonly known as the Mackie-Duluk patent, was 
issued to the General Motors Corporation in 1951, and relates to an improved automobile 
convertible top with an automatic sealing device to minimize water leakage. Such tops 
were original equipment on 1950-1953 General Motors products and 1952-1954 Ford 
Motor products. The ordinary useful life of the fabric portion of the top was three 
years, whereas the remaining components of the combination lasted for the life of the 
car to which they were attached. Also, the replacement cost of the fabric was $70 at 
the most, compared to a $450 replacement cost of the entire combination. The validity 
of this patent was not at issue. 

2 Aro Mfg. Co. v. Convertible Top Replacement Co., 119 U.S.P.Q. 122, 124-25 
(D. Mass. 1960). 

3’ Aro Mfg. Co. v. Convertible Top Replacement Co., 270 F.2d 200, 205 (1st Cir. 
1960). The court applied the “common sense” test of Goodyear Shoe Mach. Co. v. 
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liable as contributory infringers under section 271(c) of the 1952 Patent Code. 
On certiorari, held: Reversed (three Justices dissenting). Replacing the top 
fabric did not constitute infringing reconstruction of the combination patent, 
but was permissible repair. “The decisions of this Court require the conclusion 
that reconstruction of a patented entity, comprised of unpatented elements, [in 
order to constitute infringement] is limited to such true reconstruction of the 
entity as to in fact make a new article, after the entity, viewed as a whole, has 
been spent.” Aro Mfg. Co. v. Convertible Top Replacement Co., 365 U.S. 336, 
346, 81 Sup. Cr. 599, 604 (1961). 

Historically, a patent grant is a constitutionally authorized monopoly awarded 
to the inventor of an article, machine, or process which has met certain con- 
stitutional* and statutory5 requirements. Once the patent is obtained, the 
patentee has the option to exploit his invention commercially or to harbor it for 
the period of the grant. The patent monopoly in either case is protected from 
unauthorized use by the remedy of patent infringement. Under this remedy, 
anyone making, using, or selling the patented invention as specifically described 
in the grant, without authority from the patentee or his licensee, is a “direct” 
infringer who could be enjoined and forced to account for profits.? 

Although quite effective in preventing infringements of a patent covering 
a single article, the remedy for direct infringement did not afford complete 
protection to holders of combination patents,’ such as the patent involved in Aro, 
where the patented combination was composed of several unpatented elements. 
Ingenious competitors would vary or omit elements of a patented combination 
and escape liability for direct infringement by not making or selling the inven- 
tion as specifically described in the patent grant. Such evasion of liability was 
bolstered by early Supreme Court decisions which held that a combination 


Jackson, 112 F.2d 146, 150 (1st Cir. 1901): Whether the defendant’s acts constitute 
permissible repair or infringing reconstruction of the patented article “should be de- 
termined less by technical rules than by the exercise of sound common sense and an 
intelligent judgment.” 

*The constitutional authorization for creating patent monopolies appears in U.S. 
Const. art. I, § 8. The Supreme Court has held that the invention must be a discovery 
dissimilar to prior art, Great A.& P. Co. v. Supermarket Equip. Corp., 340 U.S. 147, 
71 Sup. Ct. 127 (1950); Thompson v. Boisselier, 114 U.S. 1, 5 Sup. Cr. 1042 (1885). It 
must not involve a mere change in form, Butler v. Stekel, 137 U.S. 41, 11 Sup. Ct. 8 
(1890); Hill v. Wooster, 132 U.S. 693, 10 Sup. Cr. 228 (1890). It must be an invention; 
a change not within the ingenuity or skill of an ordinary mechanic acquainted with 
the business, Hotchkiss v. Greenwood, 52 U.S. (11 How.) 248 (1850). 

535 U.S.C. § 103 (1952). 

635 U.S.C. § 154 (1952), Continental Paper Bag Co. v. Eastern Paper Bag Co., 210 
USS. 405, 28 Sup. Ct. 748 (1908) (patentee could supress his invention entirely). 

™George Close Co. v. Ideal Wrapping Mach. Co., 29 F.2d 533 (1st Cir. 1928); 
Johnston v. Davenport Brick & Tile Co., 237 Fed. 668 (S.D. Iowa 1916). Cf. Stearns- 
Roger Mfg. Co. v. Ruth, 87 F.2d 35 (10th Cir. 1936) (making a patented machine for 
a bona fide experiment not direct infringement). The courts would make an analogy 
in infringement suits to the law of torts, saying that patent infringement was akin to 
interference with a property right of the patentee. E.g., Carbice Corp. of America v. 
American Patents Dev. Corp., 283 U.S. 27, 51 Sup. Ct. 334 (1931); Metallizing Eng. Co. 
v. Metallizing Co. of America, 62 F. Supp. 274 (S.D.N.Y. 1945). 

8 A combination patent is a novel arrangement of elements which may themselves 
be unpatentable or unpatented. Tou_min, HANpsook or Patents 76-84 (1949). 
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patent could not be infringed by use or sale of less than the entire combination.® 
The result of this scheming shifted the possibility of liability for patent in- 
fringement to the ultimate consumer of the combination, who became a direct 
infringer by adding the missing element or changing the planned variation and 
putting the combination to use. The patentee or his licensee would have a good 
cause of action against such direct infringer. However, the practical impossibility 
of suing thousands of infringing individual consumers prompted the courts to 
seek a way to expand the combination-patentee’s protection.!® 

The first erosion of this strict rule for determining infringement of combina- 
tion patents occurred in Wallace v. Holmes,1 where the patent covered a novel 
kerosene lamp. The defendant in that case supplied the lamps minus the glass 
chimney; a small but significant unpatented element of the combination. The 
Court found that his actions constituted “virtual infringement” of the patent, 
and held him liable as an infringer. The theory used in Wallace became the 
progenitor of the later doctrine of contributory infringement, which was 
judicially designed to supplement the remedy of direct infringement, and pre- 
vent the above-described abuses of combination patents.!2 Under this doctrine, 
anyone who knowingly aids or abets another to infringe a patent, by selling or 
manufacturing one or more elements of a patented combination, incurs liability 
commensurate to that of the direct infringer.4* A logical corollary to this 
doctrine is that there can be no contributory infringement without direct in- 
fringement, i.e., there must be direct infringement to which the actor con- 
tributed.14 j 

The patent system policy of creating legal monopolies to foster inventive 
genius often has directly collided with the equally strong public policy for free 
competition protected by antitrust laws. The interplay of these conflicting 
policies has had a substantial effect on the determination of the scope of the 
patentee’s remedy for contributory infringement.® Favoring the patent system 
policy at the outset, the courts in effect allowed the patentee to monopolize 


® Vance v. Campbell, 66 U.S. (1 Black) 427 (1861); Prouty v. Draper, Ruggles & 
Co., 41 U.S. (19 Pet.) 335 (1841). 

10 See, e.g., Leeds & Catlin Co. v. Victor Talking Mach. Co., 213 U.S. 325, 29 Sup. 
Cr. 503 (1909), where phonograph records, a part of a patented combination, were sold 
to 45,000 owners of patentee’s machine. See also Westinghouse Elec. & Mfg. Co. v. 
Precise Mfg. Co., 11 Fed. 201 (2d Cir. 1926), where thousands of transformers were 
sold to owners of patented home radios. 

11 29 Fed. Cas. 74 (No. 17,100) (C.C. Conn. 1871). 

12 The rationale of contributory infringement is traced in Mathews, Contributory 
Infringement and the Mercoid Case, 27 J. Pat. Orr. Soc’y 260 (1944). The phrase “con- 
tributory infringement” was first used in Snyder v. Bunnell, 29 Fed. 47 (3rd Cir. 1886). 

18 Florance-Mayo Nu Way Co. v. Hardy, 168 F.2d 778 (4th Cir. 1948); De- 
hydrators, Ltd. v. Petrolite Corp., 117 F.2d 183 (9th Cir. 1941); Charles H. Lilly Co. v. 
I. F. Laucks, Inc., 68 F.2d 175 (9th Cir. 1933); American Tel. & Tel., Inc. v. Radio 
Audion Co., 281 Fed. 200 (3d Cir. 1922); Thompson-Houston Elec. Co. v. Ohio Brass 
Co., 80 Fed. 712 (6th Cir. 1897); Detroit Lub. Co. v. Toussaint, 57 F. Supp. 837 (N.D. 
Ill. 1944). See generally Roberts, Contributory Infringement of Patent Rights, 12 Harv. 
L. Rev. 35 (1898). 

14 Williams Mfg Co. v. United Shoe Mach. Corp., 316 U.S. 364, 62 Sup. Cr. 1179 
(1941); Cincinnati Galvanizing Co. v. Marquette Tool Co., 26 F.2d 593 (7th Cir. 1928); 
Popular Mech. Co. v. Brown, 245 Fed. 859 (7th Cir. 1917). 

15 See generally Note, 66 YALE L.J. 132 (1956). 
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“staple articles of commerce” 16 used in the operation of his machine by including 
“tying clauses” in licensing contracts. The supplier who knowingly violated the 
terms of the licensing contract was held to be guilty of contributory infringe- 
ment.17 These tying clauses were soon held invalid as a dangerous restriction 
of competition.18 The courts further restricted the doctrine of contributory 
infringement by permitting the defense of patent misuse—an equitable defense 
similar to “clean hands,” which barred patent infringement suits because of the 
malconduct of the patentee.!9 This struggle between patent monopoly and anti- 
trust policies culminated in the case of Mercoid v. Mid-Continent Inv. Co.,?° a 
patent misuse case in which dictum by Justice Douglas cast serious doubt upon 
the further existence of the doctrine of contributory infringement.2!_ Mercoid 
lead some courts to believe that contributory infringement actions could no 
longer be sustained.22 

Section 271 of the 1952 Patent Code 23 was enacted to end this confusion 
by stating as a matter of positive law that contributory infringement could be 
found in the proper case. Subdivision (a) of section 271 defined direct infringe- 
ment as it had been developed by the courts.?4 Similarly, subdivisions (b) and 
(c) of section 271 codified the existing law on contributory infringement.?® 

In accordance with the historical development of the remedy of infringe- 
ment, the Court in Aro held that the defendant was not a direct infringer either 
under case law or section 271(a) of the Code,?® because he supplied less than 


16 The generally accepted definition of a staple of commerce is an article capable 
of substantial non-infringing use. See, Diamond, Combination Patents Owned by Sellers 
of an Element of a Combination, 21 J. Pat. Orr. Soc’y 843 (1939). 

17 Henry v. A. B. Dick Co., 224 U.S. 1, 32 Sup. Ct. 864 (1912) (tying clause re- 
quiring owner of patented mimeograph machine to use patentee’s ink allowed). 

18 Motion Picture Patents Co. v. Universal Film Co., 243 U.S. 502, 37 Sup. Ct. 416 
(1917), directly overruled Henry v. A. B. Dick Co., supra note 17. 

19 The typical situation for misuse is where the patentee attempted to monopolize 
unpatented articles used in his machine by restrictive licensing argeements. See, e¢.g., 
Morton Salt Co. v. Suppiger Co., 314 U.S. 488, 62 Sup. Cr. 402 (1942) (direct infringe- 
ment action barred); Leitch Mfg. Co. v. Barber Co., 302 U.S. 458, 58 Sup. Cr. 288 
(1938) (contributory infringement action barred); Carbice Corp. v. American Patents 
Dev. Corp., 283 U.S. 27, 51 Sup. Ct. 334 (1931) (contributory infringement suit barred) ; 
American Lecithin Co. v. Warfield Co., 105 F.2d 207 (7th Cir. 1939) (direct infringe- 
ment action barred). See generally Note, 66 Yate L.J. 132 (1956). 

20 320 U.S. 661, 64 Sup. Cr. 268 (1944). 

21“What residuum may be left [of the contributory infringement doctrine] we 
need not consider.” Mercoid v. Mid-Continent Inv. Co., supra note 20, at 669, 64 Sup. 
Ct. at 273. See Wood, The Tangle of the Mercoid Case Implications, 13 Gro. Wasu. 
L. REv. 61 (1944). 

22 Stokes & Smith Co. v. Transparent Wrapping Mach. Corp., 156 F.2d 198 (2d Cir. 
1946); Landis Mach. Co. v. Chaso Tool Co., 141 F.2d 800 (6th Cir. 1944). Contra, 
Florance-Mayo Nu Way Co. v. Hardy, 168 F.2d 778 (4th Cir. 1948). 

23 The Patent Code, 35 U.S.C. § 1-293 (1952). 


24 The revisor’s note on § 271(a) stated that it is “declaratory only,” and was 
adopted “for completeness.” 35 U.S.C.A. § 271 (1932). 

25 Just before the 1952 Patent Code was passed in the Senate, Senator McCarran, 
chairman of the Judiciary committee in charge of the bill, stated that “it codified the 
present patent laws.” 98 Cone. Rec. 9323 (July 4, 1952). 

26 35 U.S.C. § 271(a) (1952): “Except as otherwise provided in this title, whoever 
without authority makes, uses or sells any patented invention within the United States, 
during the term of the patent therefor, infringes the patent.” 
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the entire combination. Thus, the question of contributory infringement arose. 
An examination of section 271(c) 27 shows that the defendant would incur 
liability as a contributory infringer if: (a) he sold a component (less than the 
whole) of a patented combination; (b) he acted with knowledge that the com- 
ponent was especially adapted for use in an infringement of the patent and 
was not a staple article of commerce; and (c) the component constituted a ma- 
terial part of the combination. Rejecting the contention that there can be a 
“heart” of a patented combination,?® the Court found that the defendant had the 
necessary knowledge to be a contributory infringer under the statute. In addi- 
tion, the Court stated that statutory liability would follow such knowledge omly 
if there had been direct infringement, because section 271(c) “made no change 
in the fundamental precept that there can be contributory infringement in the 
absence of direct infringement.” 2® Then, and only then, would the defendant be 
liable for contributory infringement. Therefore, the pivotal issue in Aro was not 
whether there was contributory infringement via section 271(c), but whether 
the purchaser of the top fabric directly infringed the patented combination under 
section 271(a) by making use of it. 

Since section 271(a) was merely “declaratory,” 9° and “left intact the whole 
body of case law on direct infringement,” #! the long-established test of repair 
v. reconstruction was applicable to determine if the purchaser’s action in Aro, 
in having his fabric top replaced, constituted direct infringement.32 The question 
whether the purchaser made permissible repairs to, or substantially reconstructed 
(and thus infringed) the patented combination has been held by most Circuits,3% 


2735 U.S.C. § 271(c) (1952): “Whoever sells a component of a patented machine, 
manufacture, combination or composition, or a material or apparatus for use in practic- 
ing a patented process, constituting a material part of the invention, knowing the same 
to be especially made or especially adopted for use in an infringement of such patent, 
and not a staple article of commerce suitable for substantial non-infringing use, shall 
be liable as a contributory infringer.” 

28 Aro Mfg. Co. v. Convertible Top Replacement Co., 365 U.S. 336, 244-46, 81 Sup. 
Cr. 599, 604 (1961). A heart of a combination patent is the distinction of the invention; 
the advance upon the prior art, Leeds & Catlin Co. v. Victor Talking Mach. Co., 213 
US. 325, 29 Sup. Cr. 503 (1909). 

29 Id. at 341, 81 Sup. Ct. at 602. 

30 See note 24 supra. 

31 Aro Mfg Co. v. Convertible Top Replacement Co., supra note 29. 

32 “Repair” is restoration to a sound, operative state after decay, injury, depletion, 
or partial destruction, Goodyear Shoe Mach. Co. v. Jackson, 112 Fed. 146, 150 (1st Cir. 
1901), whereas substitution of a vital and distinctively new part of a combination, if 
the whole invention resides substantially in such part, is “reconstruction,” C.& R. Re- 
search Corp. v. Write, Inc., 19 F.2d 380, 381 (D.C. Del. 1927). The oldest case applying 
this test seems to be Wilson v. Simpson, 50 U.S. (9 How.) 109 (1850). See generally 
Brown, The Manufacture @ Sale of Unpatented Parts, 18 J. Pat. Orr. Soc’y 573 (1936); 
Note, 22 Cornett L.Q. 410 (1937). 

33 Williams v. Hughes Tool Co., 186 F.2d 278 (10th Cir. 1951); Micromatic Hone 
Corp. v. Mid-West Abrasive Co., 199 F.2d 937 (6th Cir. 1949); Hughes Tool Co. v. 
Owen, 123 F.2d 950 (5th Cir. 1941); Automotive Parts Co. v. Wisconsin Axle Co., 81 
F.2d 125 (6th Cir. 1935); General Motors Corp. v. Preferred Elec. & Wire Corp., 79 
F.2d 621 (2d Cir. 1935); Miller Hatcheries v. Buckeye Incubator Co., 41 F.2d 619 (8th 
Cir. 1928); Hess-Bright Mfg. Co. v. Bearing Co., 271 Fed. 350 (3rd Cir. 1921); Davis 
Elec. Works v. Edison Elec. Light Co., 60 Fed. 276 (1st Cir. 1894). 














348 LAW FORUM [ Vox. 1961 


and previously by the Supreme Court,34 to depend upon a rule of reason based 
on all the facts and circumstances in any given case. These holdings did not 
evolve any single criterion, but developed a set of important factors to consider 
when deciding if a certain activity was repair or reconstruction.35 

The majority opinion in Aro abandoned this practice of studying all the 
circumstances, and instead said that the sole determining factor was whether 
replacement of the unpatented component in fact made a new article, after the 
entity as a whole had been spent, regardless of the component’s relative cost, 
its importance to the invention, or any other factor. Following this test, the 
Court held that the purchaser was not reconstructing his top combination by re- 
placing the unpatented fabric portion, and thus was not a direct infringer under 
section 271(a). Such absence of direct infringement made it impossible for the 
defendant to be a contributory infringer under section 271(c). 

This position presumably will no longer permit trial courts to look into all 
the facts and circumstances of a given case in evaluating the question of repair 
or reconstruction, but instead will force them to apply a single test where courts 
have repeatedly stated that no simple, single test existed.26 More importantly, 
the Aro decision again creates confusion about the adequacy of the remedy of 
contributory infringement. As stated by Justice Harlan in his dissenting opinion,37 
the majority opinion strongly implies that the entire patented combination must 
be rebuilt before direct infringement (and hence, contributory infringement) 
occurs. Such holding would seem contrary to the clear language of section 
271(c), which does not predicate liability for contributory infringement on 
whether the entire combination has been rebuilt with the aid of the defendant, 
but makes the relevent inquiry whether the defendant sold a component “con- 
stituting a material part” of the patented combination, with knowledge that it 
was adapted for use mainly in the patent. 

In support of their position, the majority relied heavily on Wilson v. 
Simpson,38 and Learned Hand’s statement in United States v. Aluminum Co. of 


34 Heyer v. Duplicator Mfg. Co., 263 U.S. 100, 44 Sup. Ct. 31 (1923) (cost, relative 
life, and importance to the inventive concept considered); Leeds & Catlin v. Victor 
Talking Mach. Corp., 213 U.S. 325, 29 Sup. Ct. 503 (1908) (replacement of single element 
of combination patent held to be infringing reconstruction); Morgan Envelope Co. v. 
Albany Perforated Wrapping Co., 152 U.S. 425, 14 Sup. Ct. 628 (1893); Cotton-Tie v. 
Simmons, 106 U.S. 89, 1 Sup. Cr. 52 (1882); Wilson v. Simpson, 50 U.S. (9 How.) 109 
(1850) (replacing worn cutting blades in a patented planing machine held to be repair, 
but the relative life of the components examined). 

35 Some of the more important factors are: (1) the life of the unpatented part 
replaced in relation to the useful life of the entire combination, Wilson v. Simpson, 
supra note 34; Heyer v. Duplicator Mfg. Co., supra note 34; Micromatic Hone Corp. 
v. Mid-West Abrasive Co., supra note 33; Poyne v. Dickerson, 109 F.2d 52 (3rd Cir. 
1939); (2) the importance of the replaced component to the inventive concept of the 
combination, Leeds & Catlin Co. v. Victor Talking Mach. Corp., supra note 34; Davis 
Elec. Works v. Edison Elec. Light Co., supra note 33; Morrin v. Robert White Eng., 
143 Fed. 519 (2d Cir. 1905); and (3) common sense, Westinghouse Elec. & Mfg. Co. v. 
Hesser, 131 F.2d 406 (6th Cir. 1943); Goodyear Shoe Mach. Co. v. Jackson, 112 F.2d 146 
(1st Cir. 1901). 

36 See cases cited supra note 33 and accompanying text. 

37 Aro Mfg. Co. v. Convertible Top Replacement Co., 365 U.S. 336, 369, 81 Sup. 
Ct. 599, 617 (1961). 

3850 U.S. (9 How.) 109 (1850). The language used in the Wilson case does not 
indicate that the Court sanctioned replacement of any element of a combination patent, 
short of replacement of the whole combination, as a right belonging to the owner. In 
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America® A close examination of these authorities shows distinctions which 
greatly weaken their value as precedent for upsetting established legal principles 
and holding seemingly contrary to the intention of Congress in enacting section 
271 of the Patent Code.*° 

The majority also cited the Mercoid case 41 as support for the proposition 
that there can be no “heart,” “gist,” or “essential element” of a patented com- 
bination the replacing of which would constitute reconstruction. However, 
Mercoid was a patent misuse case, where the Court assumed that contributory in- 
fringement existed. This fact seems to make Mercoid inapplicable in cases such 
as Aro, where contributory infringement is at issue.42 Legislative intent in en- 
acting section 271(c) of the Code,*® the wording of the section itself,4* and 
previous cases * indicate that there can be a “heart” to a patented combination. 
The plaintiff's argument in the instant case, therefore, that the fabric top was the 
heart of the patented combination, would not seem to be without merit. Indeed, 
the First Circuit, when speaking of the special form of the top, stated: “Therein 
lay the patentable novelty of patentee’s fabric.” #6 


holding that replacement of unpatented cutting blades on a patented planing machine was 
not reconstruction, but permissible repair, the Court (1) compared the useful life of 
the remaining components of the machine and found that the blades lasted two months 
whereas the machine itself was useful for many years, and (2) from this and other facts 
inferred that the intent of the inventor must have been to allow the owner to replace 
the blades. Aro differs from this case in the fact that the top fabric is not such a 
temporary element of the combination, and could last three ‘years or longer under 
ordinary care. However, the normal life of the fabric was shorter than that of the 
patented combination. 

39 148 F.2d 416 (2d Cir. 1945). This case did not directly involve a suit for patent 
infringement as in Aro. It was an action by the government against Alcoa under the 
Sherman Anti-Trust Act for alleged conspiracy to monopolize interstate and foreign 
commerce, with tying clauses to a patent license being part of the alleged conspiracy. 
The antitrust issue and the tying clauses in the Aluminum Co. case are clearly not in 
point with the Aro case. 

40 Mr. Rich, the chief draftsman of section 271 stated that liability of replacement 
part suppliers for contributory infringement under the Code would depend upon the 
facts in each particular case. See H.R. 3760, 82d Cong., Ist Sess. 151, 153 (1951). The 
Justice Department testified similarily in H.R. 3866, 81st Cong., Ist Sess., at 53 (1949). 
Thus, Congress was well aware of the factual tests for determining infringement, and 
by not changing section 271 of the Code after the above hearings, intended to in- 
corporate these tests in the Code. 

#1 Mercoid v. Mid-Continent Inv. Co., 320 U.S. 661, 64 Sup. Cr. 268 (1944). 

#2See the dissenting opinion in Aro, 365 U.S. 336, 369, 81 Sup. Ct. at 621. 

43 See H. Rep. No. 1923, H.R. 7794, 82d Cong., Ist Sess. (1952), and H. R. 3760, 82d 
Cong., Ist Sess. (1952). 

4435 U.S.C. § 271(c) (1952) provides: “Whoever sells a component of a patented 
machine .. . constituting a material part of the invention .. . shall be liable as a con- 
tributory infringer.” 

“5 Leeds & Catlin Co. v. Victor Talking Mach. Corp., 213 U.S. 325, 29 Sup. Cr. 503 
(1908) (the replaced part was “the distinction of the invention”); Williams v. Hughes 
Tool Co., 186 F.2d 278 (10th Cir. 1951) (replacement of the “novel feature” of the 
combination constituted infringement); Morrin v. Robert White Eng., 143 Fed. 519 (2d 
Cir. 1905) (steam generating tubes were the “vital element” of the combination); Davis 
Elec. Works v. Edison Elec. Light Co., 60 Fed. 276 (1st Cir. 1894) (lamp filament was 
the “essence” of the patented combination). 

46 Aro Mfg. Co. v. Convertible Top Replacement Co.,, 270 F.2d 200 n.2 (1960). 
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The least that can be said for the case is that it is in accord with the Su- 
preme Court’s long-standing policy of restricting the scope of protection for 
patent rights. The Court’s underlying reason for interpreting section 271(c) 
contrary to its clear language and intent seems to be that the extension of patent 
protection to elements not claimed in the patent grant would raise serious ques- 
tions.47 To protect such unpatented elements would contradict previous de- 
cisions which held that the claims in the patent are the sole measure of the 
monopolistic rights conferred,48 and would elevate the unpatented fabric in Aro 
to the status of a patentable “discovery.” To prevent this, the principal case re- 
quires that the discovery covered by the patent be substantially reproduced be- 
fore infringement occurs. The net result is that although the remedy of con- 
tributory infringement is preserved, its usefulness to a patentee is severely re- 
stricted. 


ME vin F. JaceR 


TAX LIENS—Federal Tax Lien Defeated by State Condition on Transfer of 
License. (Federal) P 


The taxpayer was the holder of a California general liquor license when he 
became delinquent in payment of federal withholding and social security taxes. 
After he had applied for renewal of the license, the United States seized the 
license certificate pursuant to a warrant of distraint. Eleven days later an in- 
voluntary petition in bankruptcy was filed against the taxpayer and the certificate 
was surrendered to the receiver. The state then renewed the license and it was 
sold by the receiver subject to state approval of the transfer. Because the state, 
pursuant to a statute authorizing such action,! refused to approve the transfer 
until delinquent state taxes were paid, the receiver paid the state taxes from the 
proceeds of the sale. The United States petitioned for an order decreeing that 
its tax lien was superior to the state’s tax claim. The petition was denied by 
the referee and the district court affirmed. On appeal, held: Affirmed. State- 
imposed conditions on the transfer of state-created property limit the property 
rights to which the federal tax lien attaches. United States v. California, 281 
F.2d 726 (9th Cir. 1960). 

The general federal tax lien has become an extremely effective weapon for 


47 Although this reasoning was not directly stated by the Court, language by the 
majority that plaintiff’s contention that the fabric was the heart of the combination 
“requires the ascribing to one element of the patented combination the status of [a] 
patented invention in itself,” 365 U.S. 336, 344-45, 81 Sup. Ct. at 604, strongly infers that 
the Court was concerned about undue expansion of the patent monopoly. This is also 
the general tone of the concurring opinion by Justice Black, 365 U.S. 336, 346, 81 
Sup. Cr. at 605. 

48 Mercoid Corp. v. Mid-Continent Inv. Co., 320 U.S. 661, 64 Sup. Ct. 268 (1944); 
Mercoid Corp. v. Minneapolis-Honeywell Regulator Co., 320 U.S. 680, 64 Sup. Ct. 278 
(1944); McClain v. Ortmayer, 141 U.S. 419, 12 Sup. Crt. 76 (1890). 

1“The department [State Department of Alcoholic Beverage Control] may refuse 
the renewal or transfer of any license when applicant is delinquent in the payment of 
any taxes due under this division or under the Sales and Use Tax Law, or any amounts 
due under the Unemployment Insurance Code, the Personal Income Tax Law, or the 
Bank and Corporation Tax Law.” Cat. Bus. & Pror. Cope § 24049. 
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the collection of federal taxes.2 It attaches to all property and rights in property, 
whether real or personal, belonging to a taxpayer who has failed to pay after 
demand a tax for which he is liable. The tax upon which the lien is based may 
include interest, additions to tax, assessable penalties, and costs. The lien gen- 
erally arises when an assessment is made and continues until the liability is satis- 
fied or its enforcement is barred by lapse of time.* Nevertheless, the lien is not 
valid against mortgagees, pledgees, purchasers, and judgment creditors until 
notice of the lien is filed in the prescribed manner. Moreover, for the lien to 
be valid against a mortgagee, pledgee, or purchaser of a security, actual notice 
or knowledge of the lien is required. The lien may be enforced by a civil 
action in the federal district court? or by levy against the property without 
judicial action.’ Pursuant to such a levy the United States may seize ® and sell 1° 
any property of the taxpayer which is neither exempt under the Internal Revenue 
Code !! nor subject to attachment or execution under judicial sale at the time the 
demand for the property is made.!2 The lien may be released or property may 
be discharged from the lien by administrative action.!% Civil suits to clear federal 
tax liens are possible 14 and the United States may be bound by judicial actions 
affecting property subject to its lien.15 

The most significant feature of the section defining the general tax lien 16 
is its failure either to define “property and rights to property” which limits the 
subject of the lien or to specify the law which determines the meaning of the 
phrase. Earlier pronouncements by lower courts appeared to take the view that 
the federal government’s rights under its lien could not be greater than the 
rights the taxpayer had in the property under state law at the time the federal 
lien arose.17 This approach would seem to be buttressed by the provision that a 


* See generally Anderson, Federal Tax Liens—Their Nature and Priority, 41 Cau. 
L. Rev. 241 (1953); Kennedy, The Relative Priority of the Federal Government: 
The Pernicious Career of the Inchoate and General Lien, 63 Yate L.J. 905 (1954); 
Plumb, Federal Tax Collection and Lien Problems, 13 Tax L. Rev. 247, 459 (1958); 
Reeve, The Relative Priority of Government and Private Liens, 29 Rocxy Mr. L. Rev. 
167 (1957). 

3 Int. Rev. Cove or 1954, § 6321 (formerly Int. Rev. Code of 1939, § 3670). 

*Int. Rev. Cove or 1954, § 6322 (formerly Int. Rev. Code of 1939, § 3671). 

5 Int. Rev. Cope or 1954, § 6323(a) (formerly Int. Rev. Code of 1939, § 3672(a)). 

8 Int. Rev. Cope or 1954, § 6323(c) (formerly Int. Rev. Code of 1939, § 3672(b)). 

TInt. Rev. Cove or 1954, § 7403 (formerly Int. Rev. Code of 1939, § 3678). 

8 INT. Rev. Cope or 1954, §§ 6331-44. 

97d. § 6331(a). 

10 Td. § 6331(b). 

11 1d. § 6334. 

12 Int. Rev. Cope or 1954, § 6332(a) (formerly Int. Rev. Code of 1939, § 3710(a)). 

13 INT. Rev. Cope or 1954, § 6325. 

14 Id. § 7424. 

1528 U.S.C. § 2410 (1958), as amended, 28 U.S.C.A. § 2410 (1960). 

16 Int. Rev. Copp or 1954, § 6321 (formerly Int. Rev. Code of 1939, § 3670). 


17 F.g., Citizens Nat’l Trust & Sav. Bank v. United States, 135 F.2d 527 (9th Cir. 
1943); United States v. City of Greenville, 118 F.2d 963 (4th Cir. 1941); Citizens State 
Bank v. Vidal, 114 F.2d 380 (10th Cir. 1940); Metropolitan Life Ins. Co. v. United States, 
107 F.2d 311 (6th Cir. 1939), cert. denied, 310 U.S. 630, 60 Sup. Ct. 978 (1940). 
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certificate of sale of personalty or deed of realty granted in a tax sale under 
levy conveys to the purchaser all right, title, and interest of the taxpayer to the 
property sold.18 The Supreme Court, however, felt that, since state law could 
not be permitted to interfere with the collection of federal revenues, the question 
of the relative priorities of federal- and state-created liens was always a federal 
question. Therefore, competing liens were required to meet federal standards 
in order to prevail. The contention that state-created liens were property 
interests belonging to the creditor rather than the taxpayer, which the tax lien 
could not reach, was summarily dismissed.!9 

Pursuant to this rationale the Court adopted a federal standard for liens 
which had originated in cases? arising under the statute governing federal 
priority in the distribution of estates of decedents and insolvent debtors.21 The 
formulation of this standard was that the competing lien must be “specific,” 
“choate,” and “perfected” before the federal lien arose for it to be superior.22 
The effect of this standard was to subordinate many liens which would be 
superior to any other lien with the “floating” and often secret 28 characteristics 
of the federal tax lien. Mechanic’s liens,2* attachment liens,25 garnishment liens,?¢ 
landlord’s liens,27 and state 28 and municipal 2® tax liens have all fallen before the 
omnipotent federal lien. The’ result of the Supreme Court decisions was that 
such liens were generally required to have been reduced to judgment for a 
specific amount before the federal lien arose in order to be sufficiently specific, 
choate, and perfected.8° A state rule relating a judgment creditor’s rights back 
to the time when his lien arose was held insufficient to defeat the federal lien 


18 Int. Rev. Cope or 1954, §§ 6339(a) (2), (b)(2) (formerly Int. Rev. Code of 1939, 
§§ 3697(b), 3704(c) (2)). 

19See United States v. White Bear Brewing Co., 350 U.S. 1010, 76 Sup. Ct. 646 
(1956); United States v. Colotta, 350 U.S. 808, 76 Sup. Cr. 89 (1955); United States v. 
Scovil, 348 U.S. 218, 75 Sup. Ct. 244 (1955); United States v. Liverpool & London Ins. 
Co., 348 U.S. 215, 75 Sup. Ct. 247 (1955); United States v. Acri, 348 U.S. 211, 75 Sup. Ct. 
239 (1955); United States v. New Britain, 347 U.S. 81, 74 Sup. Ct. 367 (1954); United 
States v. Security Trust & Sav. Bank, 340 U.S. 47, 71 Sup. Cr. 111 (1950). 

20See United States v. Gilbert Associates, 345 U.S. 361, 73 Sup. Ct. 701 (1953); 
Massachusetts v. United States, 333 U.S. 611, 68 Sup. Ct. 747 (1948); Illinois v. Campbell, 
329 U.S. 362, 67 Sup. Ct. 340 (1946); United States v. Waddill, Holland & Fleming, Inc., 
323 U.S. 353, 65 Sup. Cr. 304 (1945). 

21 Rev. Stat. § 3466 (1875), 31 U.S.C. § 191 (1958). 

22 Cases cited notes 19 and 20 supra. 

23 An assessment is made when the taxpayer’s liability is merely recorded in the 
office of the Secretary of the Treasury or his delegate. Int. Rev. Cope or 1954, § 6203. 

24 United States v. White Bear Brewing Co., supra note 19; United States v. Colotta, 
supra note 19. 

25 United States v. Acri, 348 U.S. 211, 75 Sup. Ct. 239 (1955); United States v. 
Security Trust & Sav. Bank, 340 U.S. 47, 71 Sup. Ct. 111 (1950). 

26 United States v. Liverpool & London Ins. Co., 348 U.S. 215, 75 Sup. Ct. 247 
(1955). 

27 United States v. Scovil, 348 U.S. 218, 75 Sup. Ct. 244 (1955); United States v. 
Waddill, Holland & Fleming, Inc., 323 U.S. 353, 65 Sup. Cr. 304 (1945). 

28 [llinois v. Campbell, 329 U.S. 362, 67 Sup. Ct. 340 (1946). 

29 United States v. Gilbert Associates, 345 U.S. 361, 73 Sup. Cr. 701 (1953); United 
States v. Waddill, Holland & Fleming, Inc., supra note 27. 

3° Cases cited notes 24-29 supra. 
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arising in the period when the creditor was perfecting his lien.21 The zenith of 
this development was reached when it was held that a municipality which had 
bid in property at two tax sales before the federal lien arose could not prevail 
because the taxpayer had not been formally divested of title or possession.22 On 
the other hand, a municipality whose tax liens for established amounts attached 
to specific real estate before the general federal tax lien arose was allowed to 
prevail.83 

Signs of a change in the Supreme Court’s attitude toward the role of state 
law in enforcing the federal tax lien first appeared in United States v. Bess.34 
This decision held that the tax lien attached to the cash surrender value of an 
insurance policy on his own life owned by the taxpayer, although it did not 
attach to the proceeds of the policy. State law denying creditors liens on the 
cash value of insurance policies was held to be inoperative against the federal 
government. Nevertheless, state law was relied on to draw the distinction be- 
tween the cash value and the policy proceeds. Moreover, the Court stated that the 
tax lien statute created no property rights but merely attached federally defined 
consequences to rights created by state law. 

This trend toward a larger role for state law became clear in three decisions 
during the 1959 term. United States v. Brosnan *® declared that state law govern- 
ing the divestiture of liens should be applied to federal liens to the extent that 
this was not prevented by express congressional enactment. The policy of 
avoiding severe dislocations of local property arrangements was emphasized as 
the basis of the decision. Thus a sheriff’s sale and a private sale pursuant to 
powers given trustees and mortgagees which had the effect under state laws of 
extinguishing subsequent liens were given the same effect against the federal 
tax lien. In Aquilano v. United States ** the effect of a state law defining prop- 
erty, rather than one governing lien extinguishment, was again before the Court. 
A state law which defined amounts due to a general contractor as “trust funds” 
in his hands for the benefit of subcontractors, materialmen, and laborers to the 
extent of their unpaid claims was contended to have the effect of denying the 
taxpayer, a general contractor, any property or rights to property in the fund. 
Since the state court had not determined this question the cause was remanded 
for the application of state law. If the appellant’s contention weve sustained his 
right as a subcontractor would defeat the federal lien. A similar approach was 
taken in United States v. Durham Lumber Co.,3™ where the Fourth Circuit had 
held that state law imposing a primary obligation on a property owner to pay 
subcontractors of his general contractors prevented the general contractor, the 
taxpayer, from acquiring a property interest in the amount due him except to 
the extent that this amount exceeded that due to subcontractors.2* This finding 


31 United States v. Security Trust & Sav. Bank, 340 U.S. 47, 71 Sup. Cr. 111 (1950). 

82 United States v. Gilbert Associates, supra note 29. 

33 United States v. New Britain, 347 U.S. 81, 74 Sup. Ct. 367 (1954). In this case 
for the first time the operation of the priority statute (Rev. Stat. § 3466, 31 U.S.C. § 191 
1958) ) was distinguished from that of the general tax lien. The Gilbert Associates case, 
supra note 29, arose under the priority statute. 

34 357 U.S. 51, 78 Sup. Cr. 1054. (1958). 

35 363 U.S. 237, 80 Sup. Cr. 1108 (1960). 

36 363 U.S. 509, 80 Sup. Crt. 1277 (1960). 

37 363 U.S. 522, 80 Sup. Cr. 1282 (1960). 

38 United States v. Durham Lumber Co., 257 F.2d 570 (4th Cir. 1958). 
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on state law was determinative of the government’s appeal. Both of the latter 
cases turned upon a unique wording and interpretation of state statutes which 
clearly serve the function of mechanic’s lien statutes. 

In the instant case the essential issue was the nature of the taxpayer’s property 
right in the state-granted liquor license. Under the most recent Supreme Court 
decisions this is a matter of state law and it was so denominated by the Court. 
In deciding the question, however, the Court referred only to bankruptcy 
cases holding that stock and commodity exchange seats were property which 
became part of a bankrupt’s estate subject to conditions on transfer imposed 
by the exchange.2® This was unnecessary since a California court had previously 
decided that a liquor license was property to which a federal lien attached, in an 
opinion replete with dicta to the effect that the state still possessed the para- 
mount right to approval of any sale.4® Moreover, the court’s citations obscured 
the fact that the case was not governed by the Bankruptcy Act.*! Despite this 
defect in the opinion the result of the case is clearly correct in view of the 
relevant California and Supreme Court cases. 

The instant case also serves to demonstrate another method for states to 
defeat the federal lien, although this device would seem to be limited to state 
franchises and licenses. A broader device found in another recent case is a state 
rule which divests an assignor for the benefit of creditors of all title to his 
property.42 Contractual terms may also achieve similar results. Thus a wholly 
executory contract to pay for goods or services to be delivered or performed 
does not give the seller property subject to a federal lien.4* In like manner a 
contractual condition precedent to payment that the payee first satisfy the claims 
of subcontractors gives subcontractors a property right in the payments and pre- 
vents the federal tax lien on the general contractor’s property from being 
effective.*4 

The power of the federal tax lien as a weapon for maintaining the supremacy 
of the United States government in the collection of taxes has steadily grown 
with the expansion of federal expenditures and revenues. This growth resulted 
in the arbitrary subjugation of the rights of other creditors to those of the 
federal government. The policy of protecting private expectations relating to 
property provided scant defense against the tax lien’s thrust. The recent re- 
surgence of the states’ powers to use property rights as the ultimate shield for 
creditors against the heretofore invincible sword of the federal tax lien is a 
welcome readjustment of the balance of power.*® 

Roger M. Firz-Geratp 


3° United States v. California, 281 F.2d 726, 728 (9th Cir. 1960) (citing Hyde v. 
Woods, 94 U.S. 523 (1876), and Board of Trade of City of Chicago v. Johnson, 264 U.S. 
1, 44 Sup. Cr. 232 (1924)). 

4° Golden v. State, 133 Cal. App. 2d 640, 285 P.2d 49 (Dist. Ct. App. 1955). 

41 Federal tax liens may be valid against the trustee although they arise or are 
perfected while the debtor is insolvent and within four months prior to the filing of 
the petition. Bankruptcy Act § 67(b), 11 U.S.C. § 107(b) (1958). The lien in the instant 
case would not have been postponed since it applied to personalty and was accompanied 
by possession. Bankruptcy Act § 67(c), 11 U.S.C. § 107(c) (1958). 

42 City of New York v. United States, 283 F.2d 829 (2d Cir. 1960). 

43 In re Halprin, 280 F.2d 407 (3d Cir. 1960). 

#4 United States v. Chapman, 281 F.2d 862 (10th Cir. 1960). 

45 A further readjustment will take place if the legislation proposed by the Ameri- 
can Bar Association and embodied in S. 1193, H.R. 4319, H.R. 4320, 87th Cong., Ist Sess. 
(1961), is enacted. These bills utilize a combination of state and federal priority rules 
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which would operate with respect to state-created property rights. In general, they 
protect the security of those who extend credit on the faith of contractual or statutory 
liens on the taxpayer’s property before the federal lien is filed. State priority law is 
deferred to within limits tailored to the circumstances of each particular type of lien. 
Thus, security interests, purchasers and lessees, mechanics’ liens, judgments, landlords’ 
liens and security interests, state and local taxes, interest and expenses, and unrecorded 
interests are provided for separately. In addition, the bills clarify the duties of debtors 
of the taxpayer and the remedies of third parties whose property is seized to pay the 
taxes of another. Moreover, the priority of the United States in non-bankruptcy in- 
solvency proceedings is harmonized with its priority under the Bankruptcy Act. In 
addition the removal of clouds on title resulting from subordinate federal liens is fa- 
cilitated. An explanation of the proposed legislation and an exposition of existing law 
may be found in CoMMITTEE ON FEDERAL LieNs, AMERICAN Bar ASSOCIATION, FINAL 
Report (1959). 
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